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HOW LESSEN TAX BURDENS 


T THIS time of year we are all engrossed 
“AX with the details of our tax returns and 
are weighed down in spirit by the hugeness 
of unprecedented tax burdens. Really is 
there any practical way to escape such bur- 
dens? Will these terrific taxes never come 
io an end, at least with the end of the war? 


In reality, our taxes are our contributions 
to our common partnership called the gov- 
ernment. Instead of being burdens they 
are contributions from our private incomes 
to enable us to increase our total real income 
and to secure more adequate service from 
such income than we could secure from a 
Robinson-Crusoe, each-man-for-himself, or 
non-cooperative existence. These so-called 
tax burdens are no more burdens, speaking 
generally, than are the sums we pay for food, 
clothing, and shelter. In fact, taxes are an 
integral and absolutely necessary part of our 
system of private enterprise. 


Those who complain of the burdens of 
taxes might consider how they can rid them- 
selves of such burdens. The most common 
way suggested and practiced is to get out 
from under by shifting one’s burdens on to 
others through failure to pay one’s fair share. 
If such a solution were generally adopted 
we would get nowhere but would make all 
government impossible, lose all the benefits 
of cooperation and reap all the rewards of 
the chaos which would follow. 

Another way to get rid of taxes would be 
to go over to complete state socialism— 
have the government conduct all enterprises 
and undertakings. Everybody would be an 
employee of the state and all wages and 
prices would be determined by the govern- 
ment. In such a state it would not be neces- 
sary for the government to require any of 


us to pay taxes, make out income tax return; 
or even estimates of income or withholding 
reports. Instead, the government could cal- 
culate the equivalent of wages less taxes and 
prices plus taxes and make those amounts 
the wages and prices to start with. In other 
words, by taking proper account of every- 
thing in fixing wages and other prices, the 
government could obviate all necessity for 
levying taxes and we might have a taxless 
world—a heaven on earth for the tired and 
tax-worried business man. 


But on second thought, most business men 
would probably rather have the present eco- 
nomic regime of private enterprise combined 
with a considerable amount of regulation and 
substantial taxes than to have such a taxless 
lieaven—because even though all taxes as 
such might be absent, nevertheless, the 
equivalent would be concealed in the wages 
and prices and all would be accompanied by 
an amount of regimentation that would make 
present government regulation seem almost 
heavenly freedom by comparison. 


A much more practical method of lessen- 
ing business and other so-called tax burdens 
would be to increase our income very sub- 
stantially and at the same time to apply 
what income we have more effectively,— 
that is, with less incompetence, waste, 
“politics,” and “graft.” These are not w iolly 
new suggestions, of course, but mos im- 
portant suggestions are seldom new and 
most of the new are seldom practica: and 
true. The extent by which public se: vices 
could be increased and improved an the 
amounts which could be saved by p opet 
civil service improvements, including p opef 
coordination of federal, state and local «nc- 
tions and finances, are tremendous. 
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gee Helvering v. Hallock* was decided 
in 1940, overruling two previous Supreme 
Court decisions, Helvering v. St. Louis Trust 
Co2 and Becker v. St. Louis Trust Co.,? and 
following Klein v. United States,‘ it seemed to 
tax attorneys and writers everywhere that 
the applicability of Section 811 (c) of the 
Internal Revenue Code® to transfers where 
the grantor retained a possibility of reverter 
had been thoroughly considered and finally 
settled. As one writer at the time put it: 


“The question of taxability where the set- 
tlor retains a ‘reversionary interest’ of some 
sort would thus seem to be settled.” ° 


No prophecy was ever more false. In the 
almost five years which have elapsed since 
the Hallock decision, more than fifty “reverter” 
cases have limited and delimited, shrunk, 
stretched, warped, and battered the Hallock 
tule almost into incoherency. It has been 
cited in almost every estate tax case re- 
ported. It is a legal nostrum, the solution 
for any problem, the authority for any state- 
ment. Like love, its magic touch seems 
everywhere. How has this come about? 


The facts of the Hallock case are simple in 
themselves: 


The grantor, G, gave his wife, W, a life 
estate; if she survived him, she was to take 
the fee at his death; but if he survived her, 
he was to take the fee at her death. 


G died first and the Supreme Court held 
that the value of the property at his death, 
less the value of W’s outstanding life estate, 
was includible in G’s gross estate for estate 
tax purposes. The Court expressly followed 
the Klein case where the transfer was: 


To W for life, a reversion in fee to remain 
in G and heirs; but if W should survive G, 
then W to take all in fee. There was no 
difference, the court said, between the Klein 
transfer and the St. Louis transfers where 
G put property: 


1309 U. S. 106, 40-1 ustc {| 9208, 60 S. Ct. 444, 
84 L. Ed. 604 (1940). 

7296 U. S. 39, 36-1 ustc { 9005, 
80 L. Ed. 29 (1935). 

3296 U. S. 48, 36-1 ustc { 9006, 
80 L. Ed. 35 (1935). 

* 283 U. S. 231, 2 usrc f 706, 51 S. Ct. 398, 75 
L. Ed. 996 (1931). 

‘The transfers involved in the Hallock case 
were subject to § 302 (c) of the Revenue Act of 
1926 (now incorporated as § 811 (c) of the In- 
ternal Revenue Code) which provided: ‘‘The 
Value of the gross estate of the decedent shall 
be determined by including the value at the 
time of his death of all property, real or per- 
sonal, tangible or intangible, wherever situated 


—* * * 


56 S. Ct. 74, 


56 5. Ch.. 78. 


“(c) To the extent of any interest therein of 


—__—§Which the decedent has at any time made a 


Reverters in Estate Taxation 


In trust, the income to be paid to his 
daughter, D, with remainders over to named 
persons upon her death; but if D should pre- 
decease G, the trust to terminate and the 
property to be paid over to G, to be his 
absolutely. 


The St. Louis decisions had held the prop- 
erty not includible and had distinguished the 
Klein case on the ground that there the gift 
of the fee to W was subject to a condition 
precedent, while in St. Louis the gift over 
was vested subject to divestment. The 
Hallock decision repudiated this difference 
and overruled the St. Louis cases for all time. 

Thus, Hallock did settle one thing, namely, 
that any future discussion in this field about 
conditions precedent and conditions subse- 
quent would be given a deaf ear. It also 
made clear that a gift: 


Example No. 1: To W for life; remainder 
to G, if living; if not, to A and heirs 


was a transfer intended" to take effect® at 
or after death. 


Remoteness of the Reverter 


But what if the reverter is found after 
several contingent gifts over, rather than 
immediately following the life estate? 


Example No. 2: To W for life, then in 
fee to the then living issue of A; if none, to 
the then living issue of B; if none, to G in fee. 


If it be assumed that at the time of this 
transfer A and B are each young and have 
several issue, the reverter to G becomes ex- 
tremely remote and the value of G’s interest 
negligible. Should the whole value of the 
property be subjected to tax because G re- 
tained this infinitesimal interest? The Hal- 
lock case would not seem to permit any 
exception on this ground. Although in the 
Hallock case the reverter was conditioned 
only on G’s survivorship of his wife, no lan- 
guage in the opinion indicates that the imme- 
diacy of the reverter has any significance. 


transfer, by trust or otherwise, * * * intended 
to take effect in possession or enjoyment at or 
after his death, except in case of a bona fide 
sale for an adequate and full consideration in 
money or money’s worth.’’ 

6 34 Ill, L. R. 867, 868 (1940). 

7 Courts, writers, and the Commissioner have 
generally been content to use an objective test 
for this intent, i. e. merely an examination of 
the transfer, rather than any subjective test. 

8 Although the statute uses the words ‘‘pos- 
session and enjoyment’’, it is clear from the 
Hallock decision that. the passing of physical 
possession and enjoyment is not necessary. 
There possession and enjoyment remained in 
W and the only ‘‘taking effect’’ at G’s death 
was the vesting of W’s formerly contingent in- 
terest. This apparently was sufficient ‘‘taking 
effect in possession and enjoyment.’’ 
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The idea that the taxing of such a trans- 
fer could depend upon the remoteness of the 
reverter interest retained was first advanced 
by the taxpayer in Kellogg v. Commissioner, 
40 BTA 916. The reverter claimed there was 
one by operation of law, but it took effect, 
just as the one in the above example, only 
upon failure of several contingent remainders. 
The Board sidestepped the question by find- 
ing that the remainders to the various issue 
were vested. Under this finding no reverter 
by operation of law remained in G. The 
Third Circuit,? however, determined that the 
remainders were contingent and that G did 
have a reverter, but that 


“* %* * the grantor has no greater chance 
of recovering the corpus because the estates 
following the life estates are not vested than 
if they were. No inter vivos trust can ever 
be made that would not be includible in the 
grantor’s estate for the purpose of taxation 
if the petitioner’s view prevails. * * * the 
grantor during his lifetime disposed of his 
interests in the corpus of the trust as well 
as any man could.” * 


Seizing upon this language as a holding 
that the remoteness of a reverter is a ground 
on which the Hallock case can be distin- 
guished, the Tax Court in a series of recent 
cases has consistently held that where the 
interest retained by the grantor is very re- 
mote, the value of the property transferred 
will not be included in his gross estate.” So 
convinced of the correctness of this theory 
seems the Tax Court that one opinion, writ- 
ten before this doctrine reached its full 
flower, was recalled recently and, upon re- 
hearing, the case was reversed because of the 
remoteness of the reverter.” 


Other grounds given in these recent opin- 
ions for distinguishing the Hallock case have 
been that the reverter arose by operation of 
law rather than by express words in the 
instrument or that the reverter instead of 
being to the grantor was to his estate, his 
executors or administrators, his heirs, or his 
next of kin. But in the Tax Court’s way of 
thinking these distinctions seem to be minor 


and not a necessary adjunct to the remote- 
ness doctrine.” 


® 41-1 ustc 9 10,041, 119 F. 
1941). 

10 Td. at 57. 

11 st. of C. Delany, 1 TC 781, CCH Dec. 
13,047; Est. of J. Wanamaker, CCH Dec. 13,079 
(M); Est. of L. Hofheimer, 2 TC 773, CCH Dec. 
13,523; Hst. of M. H. Houghton, 2 TC 871, CCH 
Dec. 13,538; Est. of ZH. P. C. Goodyear, 2 TC 885, 
CCH Dec. 13,540; Est. of L. C. Ledyard, CCH 
Dec. 13,632 (M); Est. of J. K. Cass, 3 TC —, 
No. 71, CCH Dec. 13,834; Hst. of A. R. Smith, 
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(2d) 54 (CCA-3d, 


If the popular version of the Hallock rule 
is accurate, namely that the retention of 3 


reverter by the grantor gives him a “string” 


on the property transferred until his death, 
the holdings of the Tax Court in these cases 
would seem to be inconsistent with the rule 
It must be remembered that it is not the 
value of the reverter which is included jp 
decedent’s gross estate but the whole value 
of the property transferred—less any out- 
standing life estate. Whether the value oj 
the reverter is large or small would not seem 
to matter, as the presence of the reverter 
merely seems necessary in order to stamp 
the transfer as one intended to take effect 
at or after death. 


The justice of the remoteness decisions can 
not be quarreled with, and this probably is 
the real basis of the Tax Court’s actions, 
The task of a court confronted with a case 
where literal reliance on precedent would 
bring about an inequitable result is never an 
enviable one. But under such circumstances 
the duty of the court is clearly to devise a 
new rule which, if possible, not only is recon- 
cilable with previous decisions but which also 
will serve as a guide in settling similar cases 
arising in the future. This the Tax Court 
has not done. Not only is the remoteness 
rule apparently irreconcilable with the Hallock 
rule, but it also introduces a question of 
degree which instead of lessening, tends to 
stimulate litigation. Before the remoteness 
rule can be accepted, it seems that a re-exam- 
ination of the Hallock decision should be un- 
dertaken in order to discover whether or not 
the Tax Court has let a hard case make bad 
law. 


The Meaning of “Reverter” 


The “remoteness” cases, being new and 
easily recognized, are not in themselves respon- 
sible for much of the confusion present among 
the so-called “reverter” cases. Ambiguities 
of terminology arising from conflicts between 
the loose concepts of taxation law and the 
strict concepts of property law seem to be 
the chief cause of the trouble. As a con- 
sequence of this conflict the term “reverter” 
has been expanded beyond its common law 
meaning to include almost any situation in 


CCH Dec. 13,949 (M); Est. of J. J. Carle, CCH 
Dec. 13,978 (M); Est. of C. E. Lipscomb, CCH 
Dec. 13,979 (M); Est. of R. L. Elias, CCH Dee. 
14,032 (M). 

2 Est. of B. L. Allen, 3 TC —, No. 72, CCH 
Dec. 13,835 was replaced by 3 TC —, No. 103, 
CCH Dec. 13,921. 

13 In Est, of C. E. Lipscomb, CCH Dec. 13,97? 
(M) the transfer was to W for life, to D for 
life; remainder to the issue of D, if none, to G 
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version can result only where G gives a 
life estate or leaseholds. 


However, a reversion may also result by 


construction where G transfers property to 
A for life, remainder to G’s estate; or re- 
mainder to G’s heirs; or to his next of kin;™ 
or to his executors or administrator; or to 
his descendants; or to the persons named in 
Such a construction results no 
doubt from an application of the worthier 
By the force of this rule, a 
transfer to A for life, remainder to G’s heirs, 
becomes merely a transfer to A for life with 


his will.” 


title doctrine.” 


fers fall a hybrid, a transfer containing both 
kinds of contingent remainders, one condi- 
tioned on some happening other than sur- 
vivorship of the grantor, and the second 
conditioned on survivorship of the grantor: 

















To B for life; remainder to C’s then living 
issue; if none, to G, if living; if not, to D 
and his heirs, 

G has only one type of reverter here, the 
Hallock type, but it should be noticed that 
the only interest which is defeated by the 
taking effect of that reverter is the gift over 
to D and his heirs. The gift to C’s then 


areversion in G, since the rule provides that, 
in the absence of a clear intention otherwise, 
G’s heirs take by limitation and not by pur- 
chase. Remainders to G’s estate, to his ex- 
ecutors or administrator, or to pass under his 
will would hardly seem to need the benefit 
of the rule, so clearly are they equivalent to 
reversions. 


living issue, coming before the reverter, is 
not conditioned upon G’s death in any way. 


It is possible for G to have both kinds of 
reverters, if the final gift over is contingent 
instead of vested, thus: 


To B for life; remainder to C’s then living 
issue; if none, to G, if living; if not, to G’s 
then living issue. 

Here G not only has a Hallock type re- 
verter by which he will receive the fee if B 
should die in G’s lifetime and C should have 
no then living issue, but G also has a re- 
verter by operation of law which descends 
to his heirs, so that, if B should die after 
G’s death and there were no then living issue 
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II. Ordinary possibilities of reverter 


The usual possibility of reverter is any 
contingent interest remaining in the grantor 
and his heirs which may enlarge into the 
whole fee upon the happening of a certain 
contingency, or contingencies. Such a re- 
verter is not personal to G but descends at 





by CCH ’ . . ° . 
% CCH § 0's death to his heirs, who take the property of either C or G, G’s heirs would take the 
HH Dec. Should the contingency happen after G’s_ property. 


2, CCH 


2, OCF “Cf, Est. of B. Low, 2 TC 1114, CCH Dec. 
NO. >, 


13,619, aff’d 45-1 ustc 10,157, sub. nom. Orne v. 
Com.; Est. of F. Hall, CCH Dec. 14,266(M); 
Est. of A. F. Israel, CCH Dec. 14,288(M). 

*Cf. Bryant Est. v. Helvering, 36 BTA 669, 
CCH Dec. 9780, aff. without opinion 104 F. (2d) 
1011 (CCA-2d, 1939). 


1% Cf. Fidelity-Philadelphia Trust Co. (Reach 
Est.), 27 BTA 972, CCH Dec. 7971. 

17 The leading case on the application of the 
rule is Doctor v. Hughes, 225 N. Y. 305, 122 
N. E. 221 (1919). 


13,979 
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The Limitations of the Hallock Rule 


Given these four types of transfers, the 
question is: Is the Hallock rule applicable 
to determine the estate tax liabilities of all 
four? If not all, then which are covered? 
What are the limitations of the Hallock rule? 


For one thing, reversions are obviously 
not within any application of the Hallock 
rule. The rule involves section 811(c) of 
the Code exclusively, a section having to do 
only with transfers made during lifetime— 
inter vivos transfers. That section seeks to 
include in decedent’s estate the value of cer- 
tain property actually transferred by him 
during his lifetime; it does not concern prop- 
erty owned by him at the time of death, 
which is covered by section 81l(a). Thus, 
where the grantor retains a reversion, whether 
real, or constructive under the worthier title 
doctrine, any consideration of the Hallock 
case is irrelevant, for there is nothing inter 
vivos about a reversion. It is not some- 
thing that is transferred during lifetime, but 
an interest that remains with the grantor 
after the transfer, a residuary interest which 
passes to his heirs at his death and is included 
in his gross estate under section 811(a). 


As to the applicability of the Hallock rule 
to the inheritable possibility of reverter, the 
problem is more complicated. The answer 
must be sought in the basic theory of the 
Hallock decision. Popularly, the Hallock de- 
cision is explained by the statement that the 
grantor held a “string” by which he could 
pull the transferred property back to him 
upon a certain contingency. Randolph E. 
Paul seems to subscribe to this theory, for 
he says: 


“* * * The death of ihe settlor releases 
his last string upon the entire corpus.” * 


From this he concludes that: 


“The consequences flowing from the grantor’s 
survival measure the value of the gift con- 
tingent upon the grantor’s prior death.” ® 


This approach seems to fly into the very 
face of the words of the statute, which sub- 
jects to tax transfers intended to take effect 
at the grantor’s death. It is what is trans- 
ferred which measures the tax, not what the 
grantor would have received back had he 
survived or what he failed to get back be- 
cause of his death. The “string’’ concept 
seems to be a carry-over from the cases where 
G retains a power to revoke, alter, or amend 


Estate and Gift Taxation, p. 385, 
§ 7.29 


19 309 U. S. 106, 112 (1940). 
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the trust instrument, or to change the beng ; 

ficiaries. The notion has its roots in th mainder 
“shift of economic benefits” theory, whic *° oe 
is the basic theory of section 811(d) of thgg'** unc e 
Code, relating to the retention of the powe that at 













to alter, amend, revoke, or terminate th the re 
enjoyment of the trust property. The theon death, i 
is perfectly proper for section 811(d), sina % "8 4° 
in those cases G does retain a “string” og (te™™"™ 
measure of economic control over the fund" PTOP 
although pretending to have parted with 8ll(c) a 
them. Thus these funds which G can conf Such 





trol through the exercise of his retained Hallock 
powers are rightly a measure of the tax tof only bec 
be imposed. But where G retains nothingff conditio 
but a possibility of reverter, he has no con-M§ his deat! 
trol over the trust funds; he has no “string take the 
on the corpus by which he can pull it back upon he 
The property either returns to his estate orf was cle< 
not, depending on happenings entirely be. 






















3 When 

yond his control. sammie 
It is difficult to see how the shift offf suppose 
economic benefits theory has any applica-ff and the 





tion to section 811l(c), especially in its 1926M{ only wi 
form. The section subjects to tax transfersff on the 
“in contemplation of death or taking effect that th 
at death.” By its use of the words “in con-j Reineck 
templation of death’ and “intended to take from tl 
effect at or after death,” the section clearly Hallock 
has as its chief objective transfers made withfit. G's 
a testamentary intent. This meaning of sec-§ enlarge 
tion 811(c) was emphasized by the Supreme take. 71 
Court in the Hallock case, when, speaking off the Re 
the Klein case, it said: sioner 
was née 
this pl 
deaf ea 


















































“The inescapable rationale of this deci- 
sion, rendered by a unanimous Court, was 
that the statute taxes not merely those in- 



















































































terests which are deemed to pass at death§ Invi 
according to refined technicalities of the law substit 
of property. It also taxes inter vivos trans-§ basis ¢ 
fers that are too much akin to testamentary § In oth 
dispositions not to be subjected to the same ff taxed | 
excise. By bringing into the gross estate on the 
at his death that which the settlor gave con-§f of rey 
tingently upon it, this Court fastened on thei was ¢, 
vital factor.” ” In fac 

The case of Reinecke v. Northern Trust Co. § headir 
should have effectively scotched any notion —"" 
that the shift of economic benefits theory 9 (4); 
had any connection with section 811(c). Inf} ustc ¢ 
the Reinecke case the transfer was: _ 

To A for life, with vested remainders ovet § Proctc 
to take effect at A’s death or five years after § 24, 1° 
G’s death, whichever was later. The Court 4 





held that the mere passing of possession and 
enjoyment from the life tenant to the re 
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transf 
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cludes 
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mone: 
the b 









2 278 U. S. 339, 1 ustc § 347, 49 S. Ct. 123, 
73 L. Ed. 410 (1929). Cf. also Shukert v. Allen, 
273 U. S. 545, 1 ustc § 223, 47 S. Ct. 461, 7 
L. Ed. 764 (1926). 
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‘SB was not sufficient to subject the transfer to 
Bax under section 811(c). 
“E that “at or after death” means not only that 
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death, but also that they take effect because 
of his death. In other words G’s death must 
determine not only when but also to whom 
the property will pass. Only then is section 
811(c) applicable. 


Such was the construction used in the 
Hallock case. W’s interest in that case vested 
only because of G’s death. Her interest was 
conditioned upon her survivorship of G, and 
his death determined that she, not he, would 
take the property. Being thus conditioned 
upon her survivorship of G, the gift to her 
was clearly testamentary. 


When this “testamentary substitute” theory 
ismade the basis of the Hallock decision, any 
supposed inconsistency between the Hallock 
and the Reinecke decisions disappears. It is 
only when the Hallock decision is explained 
on the shifting of economic benefits theory 
that the two become inconsistent. In the 
Reinecke case, the remainder over was vested 
from the date of the transfer, while in the 
Hallock case G’s death was necessary to vest 
it, G’s death in the Reinecke case neither 
enlarged the gift nor determined who should 
take. There was nothing testamentary about 
the Reinecke transfer. Yet the Commis- 
sioner has repeatedly insisted that Reinecke 
was necessarily overruled by Hallock. To 
this plea courts have unanimously turned a 
deaf ear.* 


In view of these holdings, the testamentary 
substitute theory seems the most sensible 
basis on which to place the Hallock decision. 
In other words, the transfer in Hallock was 
taxed not because G retained some “string” 
on the property in the form of a possibility 
of reverter, but because the transfer to W 
was conditioned on her survivorship of G. 
In fact, “conditioned on survivorship” is the 
heading of the Commissioner’s Regulation 


1Com. v. Kellog, 41-1 ustc { 10,041, 119 F. 
(2d) 54 (CCA-3d, 1941); U. S. v. Brown, 43-1 
Ustc { 10,015, 134 F. (2d) 372 (CCA-9th, 1943); 
Bankers Trust Co. v. Higgins, 43-1 ustc { 10,045, 
136 F. (2d) 477 (CCA-2d, 1943); Helvering v. 
Proctor, 44-1 ustc § 10,085, 140 F. (2d) 87 (CCA- 
2d, 1944); Com. v. Est. of Lasker, 44-1 vustc 
110,112 (CCA-7th, 1944). 

2 “Reg. 105, Sec. 81.17. Transfers conditioned 
upon survivorship.—The statutory phrase, ‘a 
transfer * * * intended to take effect in posses- 
sion or enjoyment at or after his death,’ in- 
cludes a transfer by the decedent prior to his 
death (other than a bona fide sale for an ade- 
quate and full consideration in money or 
Money’s worth) whereby and to the extent that 
the beneficial title to the property transferred 
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applicable to this section and the Regulation 
itself seems to reflect the testamentary sub- 
stitute theory throughout.” 


The Hallock rule may be stated thus: 
Whenever in an inter vivos transfer any in- 
terest or interests are conditioned upon the 
donee’s, or another person’s, survivorship of 
the grantor, such interest or interests are 
transfers taking effect in possession and en- 
joyment at or after death, and the value of 
such interest or interests should be included 
in decedent’s gross estate for estate tax pur- 
poses. This analysis results in a rule di- 
rectly the opposite of Paul’s statement.” 
Rather than the “consequences flowing from 
the grantor’s survival” being the test of 
what is includible, it is the interests which 
decedent’s death will ripen into maturity 
which are includible. 


It should be noted that it is not always 
the donee who must survive the grantor. 
The above statement of the rule, as well 
as the Commissioner’s Regulations use the 
words “donee’s or another person’s survivor- 
ship.” In the Hallock case the transfer was 
conditioned upon the donee’s survivorship 
of the grantor, but in the transfer: 


To A for life; then to G in fee, if living; 
if not, to C and his heirs,™ the contingent 
remainder to C and heirs is conditioned upon 
A’s survivorship of G. Both types are testa- 
mentary, however, since the gifts become 
operative only because of G’s death. 


Transfers Conditioned on Other than 


Survivorship 


Such a statement of the rule discloses that 
section 811(c) has no application to interests 
conditioned on some contingency other than 
survivorship of the grantor. This distinc- 
tion was recently pointed out by Judge Jones 
of the third circuit in what is perhaps the 
clearest, best reasoned discussion of the 
Hallock rule to be found, Estate of H. F. 
Lloyd v. Commissioner.* In that case the 
transfer was: 


(if the transfer was in trust), or the legal title 
thereto (if the transfer was otherwise than in 
trust), is not to pass from the decedent to the 
donee unless the decedent dies before the donee 
or another person, or its passing is otherwise 
conditioned upon decedent’s death; or, if title 
passed to the donee, it is to be defeated and 
the property is to revert to the decedent as his 
own should he survive the donee or another per- 
son, or the reverting of the property to the 
decedent is conditioned upon some other con- 
tingency terminable by his death. * * *’’ 

23 Supra, footnote 18. 

2 Essentially the transfer in Bradlee v. White, 
40-1 ustc { 9240, 31 F. Supp. 569, and Com. v. 
Stone, 38 BTA 51, CCH Dec. 10,083. 

25 44-1 ustc J 10,105 (CCA-3d, 1944). 
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To A for life with a power of appointment 
over the principle and income; upon failure 
to exercise the power, to A’s spouse and 
descendants surviving A; if none, to G or 
his legal representatives. 


The Court recognized that G had a reverter: 


“True enough, the settlor did die pos- 
sessed of a possibility of reverter because of 
remote contingencies related to the existence 
of actions of others over which he had no 
control. Indeed, the contingent reversionary 
interest was present by operation of law, 
even had the settlor made no mention of it, 


from the very nature of the unavoidable cir- 
kj 
cumstances. * * *,”% 


But the presence of the reverter was un- 
important: 


“Tn the present case, the settlor’s transfers 
bore no reference whatsoever to his death. 
He transferred no interest to anyone con- 
tingently upon that event. Whether he lived 
or died the trusts were ‘the same and un- 
affected’ (Shukert v. Allen). * * * No in- 
terest in the properties was either created 
or augmented by the settlor’s death * * *, 
Nor did a contingent interest in the settlor 
terminate and vest in others because of the 
settlor’s death (Helvering v. Hallock).”™ 


It is extremely unfortunate that this dis- 
tinction was not emphasized sooner, since 
in almost all of the cases in which the Tax 
Court resorted to the remoteness principle 
the transfers were conditioned on other than 
survivorship of the grantor. In Estate of J. K. 
Cass™ the gift was to A for life, remainder 
to G’s then living children or their issue. 
Since the remainder is not to G’s children or 
their issue surviving him, but only to those 
surviving the life tenant, A, the .remainder 
has no connection with G’s death. His 
children or their issue either take or do not 
take at A’s death regardless of whether G 
is dead or alive. The Tax Court, however, 
held the gift not taxable on the basis of the 
remoteness of the reverter. 


In Estate of C. E. Lipscomb™ the gift was 
to W for life, to D for life; remainder to the 
issue of D; if none, to G. The Tax Court 
correctly held this transfer not subject to 
tax, but on the basis of the remoteness of 


the reverter, although clearly the gift to D’ 
issue was in no way conditioned upon sy. 
vivorship of G and hence the Hallock ruk 
could have no application. 


In Estate of M. H. Houghton™ the gift was 
to A, C, E, for life; remainder to the descend. 
ants of G then surviving. 


In spite of the phrase “then surviving” 
the Commissioner argued that “descendants” 
referred to a class ascertainable only at Gs 
death, and that in reality the gift was con- 
ditioned on survivorship of G; so that, if the 
life tenants had died before G, the property 
would have reverted to G until his death 
provided “descendants” who could take. The 
court held, however, that under the circum. 
stances “descendant” of G meant his “chil. 
dren.” Because of the remoteness of the 
reverter, the court “following Commissioner 
v. Kellogg” refused to subject the transfer 
to tax. If “descendants” meant “children”, 
the remainder to them was in no way con- 
nected with G’s death and that should have 
been the basis of the decision, rather than 
the remoteness of the reverter. 


Other Tax Court decisions which relied 
on the remoteness distinction, failing to per- 
ceive that the transfers were conditioned on 
other than survivorship, are Estate of E. P.C. 
Goodyear Estate of J. Wanamaker;* and 
Estate of L. C. Ledyard.® Since the Lloyd 
decision, however, the Tax Court has de- 
cided F. Biddle Trust,“ Estate of A. R. Smith* 
and Estate of H. T. Sloane,* and in each it 
held the transfer involved nontaxable on the 
ground that it was not conditioned on sur- 
vivorship of the grantor, citing the Lloyd 
case. Apparently the Tax Court is now 
recognizing that, where the interest given is 
not conditioned on survivorship of the 
grantor, the Hallock rule has no application, 
regardless of the presence of a reverter, and 
that there was never any necessity for ir 
troducing the remoteness principle into these 
cases. 


The remoteness of reverters is significant 
only when interests includible under section 
811(a) are being considered. Section 811(a) 
includes in decedent’s gross estate any i 
terest in property which he owned at his 
death. Where the transfer is conditioned on 


AY PAE, CL ELLA EE TEP NG SERENE SLL LAO LED SUI A OS LIE TRI 


26 Id. at p. 7916. 

2 1Id. at p. 7915. 

*8 3 TC, No. 71, CCH Dec. 13,834. Very similar 
in fact and holding are Est. of C. Delany, 1 TC 
781, CCH Dec. 13,047, now on appeal to the 3rd 
Circuit, and Est. of L. Hofheimer, 2 TC 773, 
CCH Dec. 13,523. 

2? CCH Dec. 13,979 (M). Hst. of J. J. Carle, 
CCH Dec. 13,978 (M), is the same, except that 
the reverter is not expressed in the instrument. 
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%2 TC 871, CCH Dec. 13,538. 
R. L. Elias, CCH Dec. 14,032 (M). 

312 TC 885, CCH Dec. 13,540. 

32 CCH Dec. 13,079 (M). 

33 CCH Dec. 13,632 (M). 

% 3 TC —, No. 104, CCH Dec. 13,920. 

%5 CCH Dec, 13,949 (M). 

% CCH Dec. 13,986 (M). This opinion reversed 
the holding in CCH Dec. 13,877 (M), which wa 
recalled. 


Cf. Est. of 
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‘Mother than survivorship, the reverter is al- 
.Bways inheritable and thus is subject to sec- 


tion 811(a). But due to its remoteness, the 
yalue of such a reverter is usually much less 
than one cent, so that no tax is due because 


fof it. 
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Testamentary Effect of a Life Estate 
in the Grantor 


There are several cases decided under the 
remoteness rule which can not be classed as 
transfers conditioned on other than survivor- 
ship. Chief among these is Commissioner v. 
Kellogg,” the case on which the Tax Court 
placed main reliance for its remoteness 
principle. Judge Jones in the Lloyd opinion 
tried with sly subtlety to class the Kellogg 
case aS a transfer conditioned on other than 
survivorship, saying: 


“* * * this court in Commissioner v. Kel- 
log * * * held the trust property there 
involved not to be includible in the settlor’s 
estate because no interest therein was created 
in virtue of the settlor’s death.” ® 


A glance at the transfer of the Kellogg 
case, however, shows the error of this 
classification: 


To G for life, to W for life; remainder 
to their children surviving, or to the spouses 
or issue surviving of any child, one-half to 
be paid at the age of 27, the rest at 32; if 
such a surviving child should die before re- 
ceiving his share, his share to pass to his 
appointed spouse or issue; if none, to his next 
of kin; but if all children of G die before G 
and W, leaving no spouses or issue surviv- 
ing G and W, the corpus to pass to the next 
of kin of G at the death of the survivor of 
Gand W. 


At first glance this seems clearly to be a 
Hallock situation, since it is necessary for 
the children or their spouses or issue to sur- 
vive G (as well as W) in order to take. Their 
interests are conditioned on G’s death and 
hence are testamentary. However, it is only 
the fact that G retained a life estate which 


makes the gifts testamentary. If another 
life tenant were substituted in place of G, 
the interests would become conditioned on 
other than survivorship of G. 


fa 41-1 ustc § 10,041, 119 F. (2d) 54 (CCA-3d, 
41). 

8 44-1 ustc f| 10,105, p. 7914. 

® 281 U. S. 238, 2 ustc $519, 50 S. Ct. 286, 
74L. Ed. 826 (1930). 
: 283 U. S. 783, 1931 CCH { 9164, 51 S. Ct. 343, 
75 L. Ed. 1412 (1931). The facts are reported 
in 44 F. (2d) 902 (CCA-8th, 1930). 
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Since the testamentary nature of the trans- 
fer is traceable directly to the grantor’s re- 
tention of a life estate, it becomes necessary 
to consider the teachings of that line of 
cases, beginning with the Supreme Court 
decision of May v. Heiner,” which held that 
where the grantor retains a life estate, re- 
mainders after it are not transfers taking 
effect at or after death. The Heiner transfer 
was to W for life, to G for life, with a vested 
remainder over. Since the remainder over 
was vested, the gift was not any more testa- 
mentary than the remainder over in the 
Reinecke case, on which the Heiner opinion 
relied, and this would have been ground 
enough for the decision. But it soon became 
clear that a vested remainder over was not 
an essential of the holding when the Supreme 
Court in Morsman v. Burnet“ refused to 
subject to tax a transfer to G for life, income 
for 2 years to G’s sons; then corpus to the 
then surviving sons, or the issue of any de- 
ceased son; if any of the sons should die 
prior to 2 years after G’s death without issue 
surviving, his share to fail and to pass to the 
surviving sons or their issue. 


Here the remainder interests, being con- 
ditioned on the sons’ or their issue’s survivor- 
ship of G, were testamentary, and a reverter 
by operation of law was left in G and his 
heirs, since if there had been no sons or issue 
of them surviving two years after G’s death, 
the remainders would have failed and the 
property would have reverted to G’s heirs. 
However, this reverter was ignored and on 
the basis of May v. Heiner so was the testa- 
mentary nature of the remainders. 


That the remainders in the Morsman case 
were testamentary substitutes seems unde- 
batable, but as the court said in United 
States v. Brown: * 


“* * * the question is not what Congress 
thought or what we think, but what the 
Supreme Court thinks.” 


It seems well settled that the Hallock case 
did not overrule the Heiner case, for as late 
as 1938 the Supreme Court in Hassett v. 
Welch® appears to have regarded Hemmer as 
subsisting authority, and several Circuits have 
so held.“ We must conclude then that the 
Heiner and Morsman decisions stand as a 
special exception to the Hallock rule and that 
the testamentary effects of a retention of a 


41 43-1 ustc { 10,015, 
(CCA-9th, 1943). 

42 303 U. S. 303, 38-1 ustc {| 9140, 58 S. Ct. 559, 
82 L. Ed. 858 (1938). 

48 Com. v. Kellogg, 41-1 ustc { 10,041, 119 F. 
(2d) 54 (CCA-3d, 1941); U. 8. v. Brown, 43-1 
ustc § 10,015, 134 F. (2d) 372 (CCA-9th, 1943); 
Helvering v. Proctor, 44-1 ustc { 10,085, 140 F. 
(2d) 87 (CCA-2d, 1944). 


134 F. (2d). 372, 373 
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life estate by the grantor in a transfer before 
March 3, 1931 should be ignored in applying 
the phrase “taking effect at or after death.” 


Thus in the Kellogg case the testamentary 
nature of the gifts to the children, their issue 
or spouses, resulting from G’s retention of 
a life estate must be ignored. Once this is 
done, any grounds for the application of the 
Hallock rule disappear. The Morsman case 
is on all fours with Commissioner v. Kellogg 
and is ample authority for the Kellogg deci- 
sion without the invention of any new doc- 
trines of remote reverters or reverters by 
operation of law. The court in the Kellogg 
case indicated that it recognized this fact 
when it said: “ 

“The case at bar is closer to May v. Heiner 
* * * than to Klein v. United States, * * * 
and we think that the principle of the former 
decision controls it.” 


It is difficult to see why the Tax Court 
did not let the case rest on this ground, 
rather than go to the trouble of fabricat- 
ing the remoteness principle.“ The answer 
probably is that the Tax Court was bothered 
by the presence of the reverter, not realiz- 
ing that the Morsman case contained one, 
also. But now that the Lloyd case has 
demonstrated how inconclusive the presence of 
such a reverter can be, it is to be hoped that 
the Tax Court will be able to distinguish 
between the three types of reverter situa- 
tions which most frequently arise: 


(1) Transfers conditioned on other than 
survivorship. To these the Hallock 
rule does not apply, since the inter- 
ests given are not testamentary. 
Transfers made before March 3, 
1931 “ which are conditioned on sur- 
vivorship only because the grantor 
retained a life estate. These are ex- 
empted from the Hallock rule by the 
Heiner line of decisions. 

Transfers conditioned on survivorship 
made after March 3, 1931, and trans- 
fers conditioned on survivorship made 
before March 3, 1931, where the 
grantor retained no life estate. To 
these Hallock is applicable, regardless 
of the remoteness of the reverter. 


(2) 


(3) 


#119 F. (2d) 54, 57 (CCA-3d, 1941). 

4 Transfers very similar to the Morsman case 
were held not taxable under the remoteness rule 
in Est. of A. M. A. Lombard, CCH Dec. 13,977 
(M) and Est. of H. 8. Downe, 2 TC 967, CCH 
Dec. 13,575. See Est. of F. L. Church, CCH Dec. 
14,287(M). 

4@The whole preceding discussion of life es- 
tates reserved by G relates, of course, only to 
transfers made before the Joint Resolution of 
March 3, 1931, by which Congress expressly 


made includible in decedent’s gross estate the 
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The Heiner Exception: Interim 
Reverters 


everter | 
he gift 
; clearly 
hecause O 
who shal 
That it 
he gift | 
llustrate 
erter by 
To A; 
B and he 







It is possible for the Heiner exception ty 
apply even where no life estate is expressly 
reserved by G: 











To A for life; remainder to her surviving 
issue; if none, to the issue of G who shall 
survive him. 








If A dies without surviving issue in the 
lifetime of G, the use of the property would, 
of course, revert to G until his death, whenfpot, to C 
his surviving issue would take. Since Gf Both 
would get only the use of the propertyfkuryivors 
during the interim, the situation is identicadlkhe othe 
with one where G has the original liiefbetting t 
estate, and Morsman v. Burnet would seem tolkeem tha 
apply to except the remainder to G’s issuefk 1931, | 
from the Hallock rule. ludible 
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This conclusion again applies only to 
transfers prior to the Joint Resolution of 
March 3, 1931. Transfers made along such 
lines after that date would be subject to 
tax on the value at decedent’s death of the 
contingent remainder to G’s issue. Inclu- 
sion of the remainder to A’s surviving issue 
would not seem any more proper than in- 
clusion of A’s life estate, since neither is 
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The Heiner Exception: No Interest finterest 
in the Grantor ivorshi 
rivorshi 

The final logical extension of this Heiner fexceptic 
exception is to transfers before March 3,fhypes a 
1931, where the settlor retains no interest fkome vi 
which could take effect previous to the gift kre cre 
which is conditioned on survivorship of him§ The , 
—and possibly no reverter of any sort: bresent 
To A and heirs for the life of G; re-fl0. (St 
mainder to the then living issue of B. he dec 
If such a transfer is not taxable wliere G aa - 
retains the life estate, it seems that a fortion ~~ - 
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Transfers of this nature made after Marcli fhival o: 
3, 1931, should be taxed, not because of the ei 














value of property transferred inter vivos where tay 
G retains a life interest. 

41In Est. of 8. M. Flickinger, CCH Dec. 13,551 * 44-1 
(M), decedent on Feb. 14, 1931 set up a trust jo" sim 
for the lives of G and W, income to go to W§'t {| 
for her life, then to two sons; at the end off “Id. 
the trust period, corpus to go to the two sons. § »Jq 
or their issue, with cross limitations. The Ta % Iq 
Court held the transfer non-includible on the §, oo. 
ground that the reverter in G's heirs contingent Bi, Cn 
upon both sons’ death without issue before the 0, (J 






Footnote 47 continued on next pag? Brhere 
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everter by operation of law, but because 
he gift conditioned on survivorship of G 
; clearly testamentary, taking effect only 
pecause of G’s death. His death determines 
tho shall take as well as when. 


That it is not the reverter which makes 
he gift to B’s issue testamentary may be 
llustrated by a case where G retains no re- 
erter by operation of law or otherwise: 

To A and heirs for G’s life; remainder to 
RB and heirs, if B be living at G’s death; if 
ot, to C and heirs. 

Both remainders are conditioned upon 
urvivorship of G, but since one takes if 
he other fails, G has no chance of ever 
setting the property back. Even so, it would 
eem that as to transfers made after March 
5 1931, the remainder interest would be in- 
ludible in G’s gross estate, since it is 
learly testamentary. Such a holding is not 
n conflict with the Reinecke case, for there 
he remainder was not conditioned on sur- 
ivorship. As to transfers before 1931, the 
einer doctrine operates to except such gifts 
from section 811(c). 
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Some Combination Type Transfers 






Broadly, we have analyzed the “reverter” 
tases into four types of interests: rever- 
sions, interests conditioned on survivorship, 
interests conditioned on other than sur- 
‘ivorship, and interests conditioned on sur- 
ivorship but protected by the Heiner 
exception. When two or more of these 
types are combined in the same transfer, 
ome very fascinating and perplexing cases 
kre created. 


The most important of these cases at the 
present time is Fidelity-Philadelphia Trust 
Co. (Stinson Estate) v. Rothensies“™ There 
he decedent in 1928 gave to G for life, then 
to A and B for life; remainders at the death 
ff A and B to pass to the surviving descend- 
knts of each per stirpes, with cross gifts if 
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end of the trust was too remote. Regardless of 
e remoteness of the reverter, the remainder 
interests should not have been included. The 
terests were conditioned upon the sons’ sur- 



































March fvival of G, whose life measured the length of 
. of the the trust, but the situation was within the 

einer exception, being a transfer made before 
; where Pe Joint Resolution. Similarly, Est. of T. C. 





Estee, CCH Dec. 13,494 (M). 













ec, 13,551 % 44-1 ustc § 10,121 (CCA-3d, 1944). Followed 
a trust #" similar facts in Estate of C. G. Taylor, 44-2 
ro to W rstc § 10,144, 

end of f “Id. at p. 7958. 
Vo sons % Tq. at p. 7959. 
The Tax y tones 

on the Id. at p. 7959. This same peculiar reasoning 
ntingent &,°™Ployed in the recent decision by the Court 
fore the. Claims in Central Hanover Bank and Trust 





0. (Johnson Est.) v. U. 8., 44-2 ustc {| 10,153. 
here the transfer was: 
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either died without descendants; if both A 
and B died without descendants, corpus to go 
by G’s will; in default, to certain charities. 


If the life estate to G were omitted, the 
remainders to A’s and B’s surviving descend- 
ants would obviously be conditioned on 
other than survivorship of G. But since G’s 
life estate is inserted first and thus A’s or 
B’s descendants must outlive him, as well as 
A or B (whichever the case is), in order to 
take, the remainders are conditioned on sur- 
vivorship of G. However, being a 1928 
transfer, it should be held non-taxable on the 
basis of the Heiner and Morsman decisions. 


Judge Biggs, who wrote the opinion, 
recognized by a footnote that: 


“The retention of the life estate by Mrs. 
Stinson is not sufficient in itself to render 
the corpus of the trust includible in her 
estate for estate-tax purposes. * * *”’,# 
and yet he seemed to use that very ground, 
when he included in decedent’s gross estate 
not only the value of the remainder interests 
but also, consistent with his theory, the 
value of A’s and B’s life estates, saying: 


“* * * in the case at bar the first life 
estate was in the settlor. Since the dis- 
position of the estate was held in suspense 
until her death, that event compels the im- 
position of the tax. The rights of the bene- 
ficiaries other than those of the grantor’s 
daughters could not become absolute until 
the death of the grantor and had to remain 
contingent or conditional at least until the 
happening of that event.” ® 


This holding seems directly in conflict 
with the Heiner and Morsman cases, and with 
Judge Biggs’ own opinion in the Kellogg 
case, which he distinguishes on the ground 
that the reverter there was more remote. 
Perhaps the Court was misled by the 
presence of G’s power to appoint additional 
remaindermen by will. This power, which 
is equivalent to a reverter, coming as it did 


To G for life; remainders to three named chil- 
dren or their surviving issue. 

The transfer is thus a simplified form of the 
Morsman transfer. There is a reverter by oper- 
ation of law, but, since it comes after the gifts 
over, the remainders are testamentary only be- 
cause of G’s retention of the life estate. 

The opinion seems to recognize this, saying: 
‘“‘The Government concedes that the first basis 
of the Commissioner’s assessment [settlor’s 
reservation of the income for life] was not 
valid.’” And yet later in the opinion the Court 
Says: 

“We also think that the Supreme Court’s 
decision in Hassett v. Welch, supra, does not 
prevent us from considering the grantor’s reser- 
vation of the use of the property to herself for 
her life as one factor, among the many factors 
present in the case, showing a resemblance to 
a testamentary disposition.”’ 
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after the gifts to A and B and their descend- 
ants, could have no effect on those remainders, 
but did effect the gifts to the certain chari- 
ties, making them testamentary, since they 
took effect only if G failed to provide other- 
wise by will. Judge Jones apparently saw 
that only the remainders to be appointed by 
will and the remainders to the charities 
were testamentary. In a specially concur- 
ring opinion he points out that at the time 
of the transfer none of A’s or B’s descend- 
ants was in esse and that therefore it was 
as logical to suppose that the property would 
go by G’s will or to the charities as to 
suppose that A’s and B’s descendants would 
take. On this basis he finds sufficient evi- 
dence to support the Commissioner’s deter- 
mination that the transfer was intended to 
take effect at or after death. 


This view avoids the error of the majority 
but seems to overlook the fact that the 
values used for estate tax purposes are the 
values of the interests at the time of de- 
cedent’s death. Here at G’s death A and B 
were both living but were unmarried. Since 
they took immediate life estates those should 
have been subtracted. And, since the re- 
mainders to A’s and B’s descendants were 
exempt from section 811(c) by force of the 
Heiner doctrine, the value of those remainders 
should also have been subtracted, leaving 
only the remainders by will and to the 
charities to be included. The value of these 
was almost negligible. Certiorari was 
granted in this case October 9, 1944, and 
argument was heard January 4, 1945. It is 
to be hoped that the Supreme Court will 
take this opportunity either to affirm or 
overrule the Heiner exception to the Hallock 
rule as well as to set forth the rule for deter- 
mining what is to be included in the gross 
estate where some interests are conditioned 
on survivorship of G and others are not.” 


A case very similar to the Stinson case 
but without the complication of a life estate 
in the grantor is Burnet v. Pacific Southwest 
Trust & Savings Bank There in 1917, de- 
cedent put money in trust for 12 years; 
then to the two named sons of G or the 


51 Commissioner’s Regulations 105, Sec. 81.17, 
provide that: ‘‘The value of the outstanding life 
estate is not to be included in determining the 
value of the gross estate, unless that estate had 
been transferred in contemplation of the dece- 
dent’s death. * * *’’ In spite of Paul’s feeling 
that no deduction should be allowed for the life 
estate (Paul, Estate and Gift Taxation, p. 374, 
§ 7.25) courts have quite consistently followed 
the regulations, Klein v. U. 8., Helvering v. 
Hallock, Bradlee v. White, supra, and Com. uv. 
Schwarz, 35-1 ustc { 9053, 74 F. (2d) 712 (CCA- 
2d, 1935). And especially see Est. of L. Field, 
44-1 ustc J 10,134 (CCA-2d, 1944) which reversed 
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survivor; if both should die before the 12 
years, the property to go by G’s will; or if 
none, to his then living heirs. 





Both children survived the testator to the 
end of the 12 years period. The court recog. 
nized that the remainders to the children 
were conditioned on their surviving the 
trust, not on their survivorship of G and 
held the transfer non-taxable. The court 
also recognized that the remainders to the 
devisees or heirs of G were testamentary 
and within the words of the statute but 
refused to include their value on the ground 
that the passage of time had shown those 
remainders to be worthless, the sons having 
taken the whole estate. 


Another striking example of a transfer 
where some interests are conditioned on 
survivorship of the grantor while others are 
not is the very recent Tax Court decision of 
Estate of B. L. Allen.™ There the transfer 
was made in 1919 to A for life after 21; 
remainder to her issue; if none, to her 
brothers and sisters then living, or to the 
issue of them who might have died leaving 
issue; if A and all her brothers and sisters 
die without leaving issue before the death 
of G, back to G in fee. It was held, with 
two judges dissenting, that the transfer was 
non-taxable being conditioned on other than 
survivorship within the rule of the Lloyd 
and Biddle cases. 


It is true that the life estate to A and the 
remainder to her issue were not interests 
conditioned on survivorship of G, but as to 
the gift to her brothers and sisters, a close 
examination of the reverter clause shows 
that the brothers and sisters would ap- 
parently have lost their interests if they had 
died without issue before G’s death. Thus 
their interests were conditioned upon G’s 
death, and likewise were the remainders to 
the brothers’ and sisters’ issue, since they 
were merely alternative remainders to the 
former gifts. This is illustrated by sup- 
posing that A should die without issue in 
the lifetime of G, leaving brothers and 
sisters. The brothers and sisters would 
then take the property, but not absolutely, 








2 TC 21, CCH Dee. 13,233 on that very ground. 
Arguments in the Field case were heard in the 
Supreme Court on Jan. 4, 1945, along with the 
Stinson case. 

521931 CCH { 9015, 45 (2d) 773 (1930), cert. 
den. 283 U. S. 825, 51 S. Ct. 350, 75 L. Ed. 439. 
Cf. also Amoskeag Trust Co. v. Field, 1935 CCH 


7 9314, 10 F. Supp. 635; Est. of M. E. Gaston, 
2 TC 672, CCH Dec. 13,470; and Est. of Van 


Sicklen, 35 BTA 306, CCH Dec. 9556. 


83 The original opinion 3 TC —, No. 72, CCH 


Dec. 13,835, was reversed by 3 TC —, No. 105, 
CCH Dec. 


case, supra. 
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because if they should all die without issue 
before G’s death, the property would revert 
to him, divesting them. 


In reality the decedent died first leaving 
A and brothers and sisters of A surviving. 
Therefore, proper disposition of the case 
would seem to call for a deduction from the 
value of the entire corpus equal to the value 
of both A’s remaining life estate and the re- 
mainder interests to A’s issue. Only the 
rest was conditioned on survivorship of the 
grantor. 


Conclusion 


A review of the “remoteness” cases has 
shown that there was never any place or 
need for the remoteness principle in the 
“reverter” cases, Likewise, it is immaterial 


in determining the applicability of section 
811(c) whether the reverter is by operation 
of law or is expressed in the instrument, 


whether the reverter is to the grantor him- 
self, his estate, his executors or adminis- 
trators, his next of kin, or his heirs, or even 
whether there is any reverter at all. The 
sole and only test of the application of sec- 
tion 81l(c) of the Code is whether the in- 
terest sought to be included is conditioned 
on survivorship of the grantor. If so, it is 
includible, unless exempted by the Heiner 
case. Any interest not meeting this single 
test should be excluded from the gross 
estate, even though it is found in a transfer 
containing other interests which are in- 
cludible. 


The confusion existing at present in this 
field would be much alleviated, were the 
“testamentary substitute” theory generally 
accepted, and also if courts would make a 
more serious effort to analyze and categorize 
the facts of their cases. Only in this way 
can peace and reason return to this no man’s 
land of law. [The End] 
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districts, even the state. 
taxing federal property and the pressure 





At some time during the year 44 state legislatures will have met. 
prospect for much tax legislation among the states for though in many of them a 
surplus exists and a reduction in their debt has been effected, nearly all of them 
have experienced a lessening of tax revenues. 
acreage in nearly every state creates a serious problem for the counties and the local 
The prospect of Congress granting greater latitude in 


There is 


Federal ownership of unprecedented 


for taxing the federal housing projects 


will bring about some changes in the state laws. 


The charts list the dates on which th 
have or will convene. 


Jurisdiction 
Alabama 
Arizona 
ge 
California 
Colorado 
Connecticut 
Delaware 

Florida 

Georgia 

Idaho 

Illinois 

Indiana 

Iowa 

Kansas 

Maine 


Convened Jurisdiction 
May 1? Maryland 
Massachusetts 


Minnesota 
Missouri 
Montana 
Nebraska 


New Hampshi 
New Jersey 
New Mexico 
New York 


North Dakota 
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1 Preliminary session to convene on Janu- 
ary 9, remaining in session not longer than 
ten consecutive calendar days. No business 
can be transacted except general organiza- 
tion work. 


State Legislative Sessions 


Michigan ........ 


North Carolina ... 


e legislative bodies of the United States 


Convened Jurisdiction Convened 


Oklahoma 
Oregon 
Pennsylvania 
Rhode Island ... 
South Carolina .. 
South Dakota ... 
Tennessee 


. Jan. 
Jan. 
Jan. 
Jan. 
Jan. 
Jan. 
Jan. 
. Jan. 
Jan. 
Jan. 
Jan. 
Jan. 
. Jan. 


. Jan. 
. Jan. 
. Jan. 
jan. 
Jan. 
Jan. 


ONN ON 


re 
Vermont 
Washington . Jan. 
West Virginia . Jan. 
Wisconsin ....... Jan. 
Wyoming eer 
U.S. Congress ... Jan. 


2 Special session on January 8 for election 
of officers and introduction of bills. At 
this session date of regular session may be 
changed. Custom is to go into regular ses- 
sion immediately following the special. 


Jan. 
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Time for Accrual and 


Deduction of Taxes 


By CHESTER M. EDELMANN 





Mr. Edelmann is in charge of the Tax Department of H. L. Green Company, Inc., 

a prominent national chain. He is a member of the New York State Society of 

Certified Public Accountants, and the American Institute of Accountants, also 

Vice President of the Federal Tax Forum of New York City and a member of 

the Committee on Taxation of the Commerce and Industry Association 
of New York City. 
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_ DEDUCTION for taxes is provided 
for in Section 23(c) of the Internal Reve- 
nue Code. This deduction is allowed with 
respect to all taxes except those specifically 
listed in that section as nondeductible. Sec- 
tion 43 states that deductions must be taken 
jor the taxable year in which paid or accrued, 
dependent upon the method of accounting 
used by the taxpayer, unless in order to 
dearly reflect net income, the deduction 
should be taken as of a different period. 


As to taxpayers on the cash basis, there 
is no uncertainty as to the time for taking 
this deduction. Such taxpayers are allowed 
to take the deduction in the year that such 
taxes are actually paid, even though such 
taxes may have been due or payable in prior 
years. Payments with respect to taxes 
which, at the time of payment, are not deter- 
minable or assessed are not deductible.’ 


Taxpayers on the accrual basis, however, 
must determine when a tax accrues in order 
to deduct it in the proper year. Early in 
income tax history, the Bureau laid down 
a broad rule for the determination of the 
time when an expense accrues.” “There must 
be an actual liability incurred before an 
amount may be accrued. Where a liability 
has been incurred and is uncertain only in 
the actual amount necessary to discharge it 
and the actual date on which it must be 
discharged, an amount representing a reason- 
able estimate of such liability incurred may 
be set up as an accrual and will constitute an 
allowable deduction for Federal income tax 
purposes for the taxable year in which such 
liability was actually incurred. Where a lia- 
bility is not incurred until the happening of 
some contingency, such contingency must hap- 
pen before there is of course a liability in- 
curred, and prior to such time no amount can 
properly be accrued in respect thereof for in- 
come tax purposes.” It may be safely said that 
this definition has been followed by the 
Supreme Court.* 


Good accounting practice requires the in- 
come of a given period to be charged not 
only with actual liabilities but also with 
contingent liabilities. It also requires that a 
tax be charged to expense in the period in 
which the income is earned. Thus a state 


1 Edward Hagelin, 37 BTA 8 [CCH Dec. 9903]. 

2. ¥. 1272. £1 CB 123. 

7U. 8. v. Anderson, 269 U. S. 422 [1 vustc 
£155]; Lucas v. American Code Company, 280 
U. S. 445 [2 ustc 483]; Dixie Pine Products 
Company v. Comm., 320 U. S. 516 [44-1 ustc 
19127]; Security Flour Mills Company v. Comm., 
321 U. S. 281 [44-1 ustc {| 9219]. 

*T. D. 2433, Jan, 8, 1917. 

5 New Orleans Cold Storage and Warehouse 
Co., Ltd., 40 BTA 121 [CCH Dec. 10,757]; God- 


Accrual and Deduction of Taxes 


income tax is to be charged against the year’s 
income on which such tax is computed; 
property taxes are to be spread over the 
period for which they are levied; franchise 
taxes are to be applied to the period covered 
by the right to exercise the franchise. Should 
any of these periods extend beyond the cur- 
rent accounting year, such portion is deemed 
to be prepaid and is customarily shown as a 
deferred asset in the balance sheet. 


In the earliest of its decisions involving 
the proper year for deduction of a tax, the 
Supreme Court in United States v. Anderson* 
expressed its approval of the Commissioner’s 
regulations interpreting the accrual method 
of accounting. These regulations said in 
part, “it will be permissible for corporations 
which accrue on their books monthly or at 
other stated fixed periods, amounts sufficient 
to meet fixed annual or other charges to 
deduct from their gross income the amounts 
so accrued, provided such accruals approxi- 
mate as nearly as possible the actual liabili- 
ties for which the accruals are made.”* The 
Court declared the purpose of the law and 
the above mentioned regulations was “to en- 
able taxpayers to keep their books and make 
their returns according to scientific account- 
ing principles, by charging against income 
earned during the taxable period, the ex- 
penses incurred in and properly attributable 
to the process of earning income during that 


period.” 


Because of the splendidly logical concept 
of the accrual system expressed in this case, 
the Board and Circuit Courts have on vari- 
ous occasions permitted the deduction of 
taxes on an accounting basis.° 


Subsequently the Bureau changed its pol- 
icy and limited the deduction of taxes to the 
year in which they “accrued,” determining 
the date of such “accrual” on a legalistic 


rather than on an accounting basis. (It is 
noteworthy that the Bureau has applied a 
similar theory to income.) It has ruled that 
income received in a given year is taxable 
in that year despite the fact that it is to be 
earned in a subsequent period and that the 
expenditure necessary to earn such income 
may take place in a subsequent year. The 
Bureau has been upheld in this position.’ 


frey L. Cabot, Inc., 40 BTA 366 [CCH Dec. 
10,794]; Citizens Hotel Company v. Comm., 127 
F, (2d) 229 (CCA-5) [42-1 ustc { 9395]; Comm. 
v. Schock, Gusmer & Co., Inc., 135 F. (2d) 750 
(CCA-3) [43-2 ustc {§ 9580]; Comm. v. Coward, 
110 F. (2d) 725 (CCA-3) [40-1 ustc {| 9292]; Allen 
v. Atlanta Stove Works, Inc., 138 F. (2d) 452 
(CCA-5) [43-2 ustc { 9611]; Helvering v. Bern- 
heimer Co., 121 F. (2d) 454 (CCA-2) [41-2 ustc 
— 9585]. 
Footnote 6 on next page. 
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The Supreme Court apparently has given 
its blessing to the legalistic theory and evi- 
dently has repudiated the logic applied in its 
decision in the Anderson case. In Magruder v. 
Supplee, the Supreme Court said that “it is 
misleading to speak of real estate taxes as 
‘applicable’ to the fractional part of a tax 
period following purchase. Such taxes are 
simply one form of raising revenue for the 
support of government. They are not like 
rent, nor are they paid for the privilege of 
occupying property for a given period of 
time.” Certainly no accountant would be 
justified in treating the expense for real 
estate taxes on such a basis. 


Because of the Bureau’s attitude that the 
entire amount of the tax accrues on a speci- 
fied date and that the entire amount must 
be deducted only in the taxable year which 
includes such date, it is readily understand- 
able why there has been so much litigation 
with respect to what otherwise probably 
would have been a relatively simple matter. 
Such litigation has centered chiefly about 
three types of taxes—state or local income 
taxes; franchise, license or excise taxes; and 
property taxes. We shall consider the prob- 
lems inherent in each type and those which 
are common to all. 


State and Local Income Taxes 


The Anderson case, is the leading case 
on the subject. There the Supreme Court 
held that a federal tax on munitions made 
and sold in 1916 was deductible in 1916 
by an accrual basis taxpayer even though 
the exact amount of such tax was not deter- 
minable or due until 1917. In its opinion 
the court stated that “in a technical legal 
sense it may be argued that a tax does not 
accrue until it has been assessed and becomes 
due; but it is also true that in advance of 
the assessment of a tax all the events may 
occur which fix the amount of the tax and 
determine the liability of the taxpayer to 
pay it.” The Bureau has consistently fol- 
lowed this rule with respect to taxes of this 
kind.’ Income taxes likewise are held to 


accrue in the year in which the income is 
earned. 


A newly enacted income tax that is retro- 
active, however, cannot be deducted in a year 
prior to its enactment.’ If, for example, a 
state passes an income tax law on June l, 


6 Brown v. Helvering, 291 U. S. 193 [4 ustc 
1223]; C. H. Mead Coal Co., 31 BTA 190 
[CCH Dec. 8706]; South Dade Farms, Inc., 


Memo BTA [CCH Dec. 12,838-C]. 
7316 U.S. 394. 
8S. M. 4499-A, V-1 CB 56. 
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1944, taxing income earned in the calendar 
year 1943, the tax would not be a deduction 
in the year 1943 although it is based on the 
income of that year. 


Some states impose franchise or license 
taxes measured in whole or in part by net 
income as, for example, New York, Montana, 
Tennessee, etc. These taxes are not consid- 
ered true income taxes and the time of accrual 
is determined without regard to the year in 
which the income was earned. 


In many instances state income taxes are 
due after the date for filing the federal return 
and the exact amount of the deduction may 
not be determinable prior to the time when 
the books are closed and the federal return 
is filed. In such cases a reasonable approxi- 
mation of the amount of such accrued taxes 
will be allowed as a deduction. If the dif- 
ference between the actual and estimated 
accrual is not enough materially to distort 
the income for the year, such difference may 
be carried into the following year’s accounts 
if this overlapping policy is consistently 
maintained by the taxpayer; otherwise the 
correct amount when ascertained is to be 
substituted for the approximation.” 


Franchise and License Taxes 


Franchise and license taxes usually are 
exacted for the right to do business or for 
actually doing business. In either event the 
liability for the tax depends upon the doing 
of business or the right to do business as 
of a specified date and the tax usually at- 
taches if the taxpayer exercised or had the 
right to exercise such privilege on such date. 


For federal income tax purposes such taxes 
are deductible in the year in which falls the 
date for determining liability under the local 
statute. The fact that the measure of such 
tax might be net income, gross income, pur- 
chases, or sales of a different year usually 
is held to have no bearing on the determina- 
tion of the accrual date. To cite a few 
common examples: The New York franchise 
tax for 1943 was based on income for the 
calendar year 1942, accrued on November 1, 
1943, and covered the privilege of doing busi- 
ness at any time during the period November 
1, 1943 to October 31, 1944. The Pennsyl- 
vania franchise tax accrues on the last day 
of the taxable year and hence is deductible 


®I. T. 2281, V-1 CB 58, 2304, V-2 CB 74, 3370, 
1940-1 CB 32; Union Bleachery v. Comm., 97 
F. (2d) 226 (CCA-4) [38-2 ustc { 9361]. 

1 Reg. 111, Sec. 29.32-2, 

1 Richard M. Bradley et al., Memo BTA 
6/30/34 (Tyson, Russell et al., 25 BTA 520 [CCH 
Dec. 7432]). 
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in that year even though it is paid and settled 
in the subsequent year. The federal capital 
stock tax is held to accrue on July 1 of each 
year and covers the year ended on the fol- 
lowing June 30. Thus the tax due in July, 
1944 is held to be deductible in 1943 by a 
calendar vear accrual basis taxpayer. 


Although good accounting practice re- 
quires franchise and license taxes to be 
charged to the privilege period to which they 
relate, tax decisions hold that the entire 
amount of such taxes is deductible as of a 
certain specified date, and no part of such 
amount may be allocated to a prior or sub- 
sequent year. 


Bureau Rulings Respecting 
Franchise Taxes 


Various Bureau rulings have been issued 
with respect to the accrual date of particular 
franchise and license taxes. There are rela- 
tively few Board or Court cases involving 
this type of tax and the decisions have been 
uniformly consistent with above mentioned 
principles. 

As a general rule, franchise or license taxes 
are measured either by past or current events 
and, therefore, are susceptible of reasonably 
accurate determination in the year in which 
they are deductible. A notable exception to 
this is the federal capital stock tax. The 
amount of the tax is not fixed (for calendar 
year corporations) until a year after it is 
held to have accrued. The tax for the year 
ending June 30, 1945 accrued on July 1, 1944 
although the exact amount of the tax will 
not be determinable until July, 1945 when 
the return is required to be filed. 


Yet taxpayers are required to deduct this 
tax in their 1944 returns. At first blush it 
may seem inconsistent with the general doc- 
trine often expressed and recently reaffirmed 
by the Supreme Court in the Dixie Pine 
Products case when it said “it has long been 
held that, in order to truly reflect the income 
of a given year, all the events must occur 
in that year which fix the amount and the 
fact of the taxpayer’s liability.” 

There is no doubt that the fact of the 
taxpayer’s liability is fixed in 1944 as liability 
attaches to the doing of business in any part 
of the year beginning July 1. But is it so 
clear that all the events have occurred by 
December 3lst which reasonably fix the 
amount of such liability? As to the yéars 
prior to June 30, 1938 the taxes could reason- 
ably be estimated in advance because one 
year’s tax was based upon the prior year’s 
tax with necessary adjustments. In 1938 this 
was changed and taxpayers were given the 
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right in that year to make new declarations 
which could be changed every third year. In 
1942 the law was again amended to provide 
for annual declarations. 


While it is true that the capital stock tax 
required the taxpayer to make a guess, still 
there isn’t too great a period of elapsed time 
from the date the 1944 return is required to 
be filed March 15, 1945 and July, 1945 when 
the tax is actually paid, and as many tax- 
payers customarily receive 60 to 90 day ex- 
tensions, the difference in time is almost 
negligible. 


Even in July, 1945 when the tax is payable 
all the events have still not occurred which 
fix the amount of the declared value which 
determines the amount of the tax. For the 
declared value should be theoretically ten 
times the income for the year 1945 and that 
will not be definitely ascertained until some 
time in 1946. We have then the unusual situa- 
tion where the liability for the tax occurs in 
1944, the payment of the tax takes place in 
1945 and the taxpayer doesn’t know how 
good a guess he made until 1946. 


The taxpayer in closing his books for 1944 
must accrue the tax he believes he will pay 
in 1945, and while there is a certain amount 
of guesswork involved, it is no more than 
is required in many other situations calling 
for estimates. 


Like property taxes, a franchise tax cov- 
ers a definite period of time. Inasmuch as 
the basic date July 1, 1944 and half the 
privilege period fall in the calendar year 1944, 
to conclude that the tax accrued in 1944 is 
not an unwarranted extension of the doctrine 
that both the fact and the amount of the 
liability should occur in the year for which a 
deduction is claimed. 


The Capital Stock Tax 


The federal capital stock tax and its com- 
panion declared value excess profits tax have 
i1ritated taxpayers more than any other taxes 
and it is hoped that they will be repealed in 
the near future. 


Much interest has been expressed in the 
newly enacted New York state franchise tax 
law, and therefore I want to especially consider 
when these taxes are deductible. As previ- 
ously mentioned the former franchise tax 
accrued on November 1, 1943 and although 
based on income for the calendar year 1942 
was for the privilege period November 1, 
1943 to October 31, 1944. Thus there is a 
gap of twenty-two months income from the 
end of the measuring period December 31, 
1942 to the end of the privilege period Octo- 
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ber 31, 1944. To take up this slack a transi- 
tion period was provided for and as many 
as three years’ franchise taxes are based on 
the same transitional privilege period. For 
calendar year corporations and fiscal year 
corporations ending before July, there will 
be only two years’ taxes based on the transi- 
tional privilege period. The situation is best 
illustrated by a calendar year business cor- 
poration having a taxable income in 1943, 
1944, and 1945 of $10,000 for each year, and 
whose tax is measured by income. (The 


tax might be based on capital or other 
factors.) 


In May, 1944 it filed its New York state 
franchise tax return and computed its tax 
under the old basis to be $600.00. This cov- 


ers the privilege period November 1, 1944 
to December 31, 1944. 


In May, 1945 it will file its return based 
on income for the year 1944 and we will 
assume the tax under the new provisions to 
be $400.00. This likewise covers the privilege 


period November 1, 1944 to December 31, 
1944. 


In May, 1946 it will file its return based 
on income for the year 1945 and we will 
assume the tax will amount to $500.00. This 
will cover the privilege year January 1, 1945 
to December 31, 1945. It will then be ona 
current basis. If it dissolves at any time 
during 1946 it will be required to pay a dis- 
solution tax measured by all untaxed income 


from January 1, 1946 to the date of dissolu- 
tion. 


Under the prior law the tax became a lien 
on November 1, the date of the beginning of 
the old privilege year. For some reason the 
new lien date has been fixed as January 1 
of the year following the date the report is 
required to be filed. Accordingly the fran- 
chise tax for the year November 1, 1943 to 
October 31, 1944 is a lien on November 1, 
1943 but the franchise tax for the report due 
May 15, 1944 covering the privilege period 
November 1, 1944 to December 31, 1944 does 
not become a lien until January 1, 1945. 


What New York Taxes Deductible 


The question then is what New York fran- 
chise taxes may be deducted in 1944 for 
federal income tax purposes, by a calendar 
year accrual basis taxpayer. Section 209, 
subdivision 2, of the New York Law provides 
that for the privilege of exercising its fran- 
chise or doing business for all or any part 
of the period beginning November 1, 1944 
and ending on the last day of its taxable 
year ending after that date, a corporation 
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ending not later than October 31, 1945 during 
which time the corporation was exercising 
its franchise or was doing business. For a 
calendar year corporation this means the 


privilege period is from November 1, 1944 


to December 31, 1944 and the measuring 


period includes the calendar years 1943 and 
1944, 


This section further states that . . . “such 
tax shall be deemed a single tax for such 
privilege period but shall be computed sepa- 
rately with respect to each such fiscal or 
calendar year or part thereof .. .” 


It is my opinion that for federal income 
tax purposes, both the 1944 and the 1945 
franchise taxes are properly accruable by a 
calendar year taxpayer in the year 1944. 
Both taxes, forming part of a single tax, 
accrue on November 1, 1944 and are for 
the privilege of doing business for the period 
November 1, 1944 to December 31, 1944. 


A leading C. P. A. who is also a professor 
of law” has recently stated that the Com- 
missioner will probably rule that only one 
year’s tax is deductible in 1944. He even 
goes so far as to suggest that as the 1944 
franchise tax does not become a lien until 
January 1, 1945 there is a possibility that no 
deduction may be allowable for 1944. 


Viewpoints Believed Incorrect 


I believe both viewpoints are incorrect. 
Only in cases involving property taxes has 
the lien date ever been a basic factor. The 
reason for this is obvious. In many jurisdic- 
tions franchise and license taxes do not be- 
come liens, and in many other places, while 
a lien attaches, no specific date is mentioned. 
It is apparent that no system of accrual of 
this type of tax could be based upon a lien 
date. Even if the lien date were to be con- 
sidered, as will be discussed later, the Bureau 
has always taken the position that where an 
assessment or accrual date precedes the lien 
date, the assessment date prevails. As far 
as I have been able to discover no case 
involving franchise or license taxes was ever 
decided on the basis of a lien date. 


Furthermore, it is not unusual to have two 
years’ taxes deductible in the same account- 
ing year under the present system of permit- 
ting lump sum deductions when taxes accrue. 
For example, the capital stock tax for the 

2 Benjamin Harrow, Journal of Accountancy, 


August, 1944, 
13 G. C, M. 23512, 1943 CB 134. 
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shall pay a franchise tax measured by its 
income for each and every year or part there- 
of begun not earlier than August 1, 1942 and 
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year ended June 30, 1933 accrued on June 16, 
1933, when it was enacted. The capital stock 
tax for the year ended June 30, 1934 accrued 
on July 1, 1933. Consequently where both 
June 16, 1933 and July 1, 1933 fell in the same 


accounting year or period, a double deduc- - 


tion was allowed.* Again a taxpayer on a 
fiscal year basis was allowed a double deduc- 
tion in 1940 for Philadelphia income tax en- 
acted December 13, 1939 and effective from 
January 1, 1939. The taxpayer was permit- 
ted to deduct the income tax for the period 


Property Taxes 


There has been more litigation and there 
is a wider difference of opinion as to the 
deduction for property taxes on an accrual 
basis than any other type of tax. Property 
taxes are deductible in the year in which 
they accrue. The difficulty and confusion have 
arisen because of the various dates which 
might be taken as the basic accrual date. In 
the process of levying property taxes there 
are certain well-defined steps. These usually 


January 1, 1939 to the end 
of his 1939 fiscal year and 
also the tax accrued for 
the fiscal year ended in 
1940. Likewise in a change 
in Massachusetts excise tax 
it was stated that taxpay- 
ers may deduct in 1938 the 
excise tax accrued on Jan- 
uary 1, 1928 and the excise 
tax accrued December 31, 
1928 under the law effec- 
tive January 1, 1928.* 


It appears certain that 
as far as New York state 
franchise taxes are consid- 
ered at least two years’ 
taxes and in some cases 
three years’ taxes may be 
deductible in one taxable 
year because they are all 
part of a single tax, they 
all accrue on the same 


In replying to the question, 
what are business taxes, one might 
flippantly answer, taxes On busi- 
ness, of course. But in taxation 
we lack a definite concept of busi- 
ness. In the broad sense business 
would appear to be economic ac- 
tivity directed toward securing an 
income by providing goods and 
services in the markets. A busi- 
ness tax would probably be levied 
then on receipts or income or the 
values added in production. Asa 
distinct business tax it would be 
imposed with reference to busi- 
ness activity. A general property 
tax is not a business tax in this 
sense, because it is levied against 
all property owners, but it is a tax 
collected from business, as well as 
other, owners of property.— 
Alfred G. Buehler. 


start with a basic assess- 
ment date; a final assess- 
ment date (the intervening 
period being available for 
corrections and protests); 
a date fixing the rate and 
determining the amount of 
the tax; the date or dates 
the tax became payable; 
and the date upon which 
the tax becomes a lien on 
the property. Sometimes 
all these dates fall in one 
accounting period; often 
in two periods; sometimes, 
with respect to a short 
period, not at all. 


An analysis of the deci- 
sions will reveal that all 
the above dates have on 
different occasions and 
under different laws and 
circumstances, been held 


date, and they all cover 
the same privilege period. 


It might be claimed that as the New York 
state franchise law permits only one year’s 
deduction to be made in computing the tax 
based on income, the Bureau may likewise 
hold only one year’s tax to be deductible 
in any one year by invoking section 43. This 
section provides generally that deductions 
and credits shall be taken in the year accrued, 
unless in order to clearly reflect the income 
they should be taken as of a different period. 
That section 43 may not be applied in such 
a situation appears to have been definitely 


settled by two recent Supreme Court deci- 
sions.” 


“47. T. 2726, XII-2 CB 42. 

7. T. 3370, 1940-1 CB 32. 

%G. C. M. 8553, IX-2 CB 109, 22525, 
CB 350. 

% Dixie Pine Products Co. v. Comm., 320 U. S. 
516 [44-1 ustc f 9127]; Security Flour Mills Co. 
v. Comm.,, 321 U. S, 281 [44-1 ustc f} 9219]. 

8G, C. M. 21373, 1939-2 CB 82, 23512, 
CB 134. 
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1943 


1941-1 


to be the accrual date. 


It may safely be said 

that the position of the 

Bureau is that the date of assessment con- 

trols, even though the amount of the tax 
is not determinable until a later date.® 


The Bureau has from time to time pub- 
lished rulings as to when property taxes in 
various states and cities accrue, and unless 
overruled by a court, has adhered to these 
dates. 


Notwithstanding the Bureau’s attitude 
several Circuit Courts have decided that the 
lien date is controlling,” while in another 
case the date the tax was levied was held 
proper.” The Bureau has accepted these 
decisions as applicable only in the states 


12 Comm. v. Plestcheef, 100 F. (2d) 62 (CCA-9) 
[38-2 ustc § 9588]; Helvering v. Schimmel] et al., 
114 F, (2d) 554 (CCA-8) [40-2 ustc {| 9670]. 

2 Comm. v. Patrick Cudahy Family Co., 102 
F. (2d) 930 (CCA-7) [39-1 ustc f 9429]. 

21 Carondelet Bldg., Co., Inc., v. Fontenot, 111 
F. (2d) 267 (CCA-5) [40-1 ustc § 9415]; Comm. 
v. Coward, 110 F. (2d) 725 (CCA-3) [40-1 ustc 
| 9292]. 
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involved and in the absence of a specific 


ruling to the contrary will apply the general 
rule to all other states. 


The troublesome problem of determining 
as between purchaser and seller who is en- 
titled to deduct property taxes accrued in the 
year of sale has been partially settled by the 
Supreme Court in Magruder v. Supplee. The 
importance of the case makes it desirable 
to summarize the facts. The taxpayers 
bought real estate in Baltimore, Maryland 
in 1936 and 1937 and the taxes for those 
years were prorated according to the number 
of months in each year the buyer and seller 
enjoyed ownership. The taxpayers paid the 
full year’s taxes for 1936 and 1937 and de- 
ducted only the amount allocable to the por- 
tion of the year they owned the property. 


The assessment date or date of finality for 
1936 was October 1, 1935 and the taxes were 
due and payable during the year 1936. The 
taxes became a lien on January 1, 1936 and 
the sellers were personally liable for the 
taxes before the date of sale. 


The Court held that either a pre-existing 
lien or personal liability on the part of the 
vendor prior to date of sale is sufficient to 
foreclose a subsequent purchaser who pays 
the taxes from deducting such tax as a “tax 
paid.” The Court stated that under such 
circumstances the amounts deducted were 
not in fact “taxes paid” as they constituted 


the discharge of an obligation imposed upon 
some one else. 


Prior to this holding there were several 
court decisions in which a deduction was 
allowed to the purchaser." In none of these 
cases was the purchase made after the lien 
date or was there any personal liability on 
the seller. It cannot be said therefore that 
the Supplee case overrules them, but the 
concluding language in the decision may be 
interpreted to mean so: “And it is misleading 
to speak of real estate taxes as ‘applicable’ 
to the fractional part of a tax period follow- 
ing purchase. Such taxes are simply one 
form of raising revenue for the support of 
the government. They are not like rent, nor 
are they paid for the privilege of occupying 
property for any given period of time.” 


Bureau’s Position on Supplee Case 


The Bureau still maintains that the Supplee 
case does not affect its general position that 


22 New Orleans Cold Storage & Warehouse Co., 
Ltd., 40 BTA 121 [CCH Dec. 10,757]; Godfrey 
L. Cabot, Inc., 40 BTA 366 [43-2 ustc § 9611]. 

23 Citizens Hotel Company v. Comm., 127 F. 
(2d) 229 (CCA-5) [42-1 ustc { 9395]; Helvering 
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property taxes accrue on the assessment date 
even if this date is earlier than the lien date. 


Although it is the Bureau’s contention that 
property taxes accrue on a certain fixed date 
determined by the law of the particular stat- 
ute involved, the Board and Circuit Courts 
have permitted monthly accruals, usually 
with respect to returns for short taxable 
periods. The Board allowed pro-rata de- 
ductions where the taxes were not a lien,” 
while the Circuit Courts permit the deduction 
even in cases where the taxes are a lien.” 


Most of these decisions were rendered 
prior to Supplee and were generally based on 
the theory expressed in U. S. v. Anderson, 
that books should be kept and returns made 
“according to scientific accounting princi- 
ples, by charging against income earned 
during the taxable period the expenses in- 
curred in and properly attributable to the 
process of earning income during that 
period.” 


Despite the Supreme Court’s statement in 
the Supplee case that “it is misleading to 
speak of real estate taxes as applicable toa 
fractional part of a tax period,” the right 
of the taxpayer to accrue real estate taxes 
on a monthly basis has been upheld by two 
Circuit Court decisions rendered subsequent 
to the Supplee case.™* It is interesting to note 
that in the case decided by the Third Circuit, 
the Court said that both the Commissioner 
and the taxpayer had presented convincing 
arguments but as it had to make a choice it 
held for the taxpayer as the most practical 
solution. 


Two General Conclusions 


An analysis of the latest Supreme Court 
decisions leads to two general conclusions. 
First, the accrual date would be either the 
lien date or the date the tax becomes reason- 
ably fixed in amount. The assessment date 
appears too unsatisfactory a date to qualify 
under the language laid down by the Court. 
Second, property taxes must be deducted in 
a lump sum when they accrue. No monthly 
proration will be permitted even under Sec- 
tion 43 as regards a short taxable year. 


We will now consider problems that are 
common to all types of taxes: 

1. Additional assessments 

2. Retroactive legislation 


v. Bernheimer Co., 121 F. (2d) 454 (CCA-2) 
[41-2 ustc J 9585]. 

2% Allen v. Atlanta Stove Works, Inc., 138 F. 
(2d) 452 (CCA-5) [43-2 ustc { 9611]; Comm. v. 
Schock, Gusmer & Co., Inc., 137 F. (2d) (CCA-3) 
[43-2 ustc J 9580]. 


February, 1945 @ TAXES—The Tax Magazine 





wee 
w 
~*~, 


Addit: 


Addi 
erty, fr: 
ing the 
in the 
and m 
which 
to be d 


Retro 


Whe 
have 1 
rates ¢ 
by the 
of the 
such « 
the M 
enacte 
1936 a 
intim< 
after 
time 1 
additi 
in 19. 


3. Contested taxes 
4. Refunds of unconstitutional taxes 
5. Refunds and credits 


Additional Assessments 


Additional assessments of income, prop- 
erty, franchise, excise or other taxes correct- 
ing the original assessment, are deductible 
in the year in which the original tax accrued 
and may not be deducted in the year in 
which the additional amount is determined 
to be due or paid.* 


Retroactive Legislation 


When existing statutes are amended and 
have the effect of retroactively increasing 
rates or amounts of taxes, it is now conceded 
by the Bureau that the date of enactment 
of the retroactive legislation determines when 
such change accrues. Thus an increase in 
the Massachusetts income tax rate for 1935 
enacted June 16, 1936 was held to accrue in 
1936 and not in 1935. In this case the Court 
intimated that, if legislation were enacted 
after the taxable year 1935, but prior to the 
time the return was due March 15, 1936, the 


additional tax would be properly accruable 
in 1935. 


A similar conclusion was reached by the 
Tax Court in a case involving the accrual 
of additional capital stock tax imposed by 
the Revenue Act of 1940, approved June 25, 
1940.7 The same conclusion was arrived at 
by a District Court with respect to change 
in capital stock tax enacted May 27, 1938 
affecting the accrual for 1937.¥ 


Contested Taxes 


The Supreme Court in Dixie Pine Products 
Co. uv. Commissioner has recently settled the 
issue as to the proper year for deducting 
taxes which have accrued but which have 
been contested by the taxpayer. The facts, 
briefly, were these: In 1936; the State of 
Mississippi held that a solvent used by tax- 
payer was gasoline and assessed a tax which 
taxpayer paid. In the same year, suit was 
commenced to restrain collection of future 
taxes and taxpayer was upheld by the state 


* Oregon Pulp & Paper Co., 47 BTA 772 [CCH 
Dec, 12,835]; Havery Furniture Co., 20 BTA 
644 [CCH Dec. 6277]; Uncasville Mfg. Co., v. 
Comm., 55 F. (2d) 893 (CCA-2) [3 ustc {| 869]; 
Laurence B. Halleran, Memo BTA 8/10/42 [CCH 
Dec. 12,813-B]; IT 2973, XV-1 CB 108; Burton- 
Sutton Oil Co., Inc., 3 TC 1187 [CCH Dec. 
14,064]. 

2° Van Norman Co. v. Welch, 141 F. (2d) 99 
(CCA-1) [44-1 ustc 9231]; I. T. 3672, 1944-12- 
11767. 
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Supreme Court. In December, 1937, taxpayer 
accrued $21,000 assessed against it on its 
return for 1937, although same had not been, 
nor ever was, paid. In December, 1938 a 
final decree in favor of taxpayer was entered 
and affirmed by the state Supreme Court. In 
1938, taxpayer included $21,000 in income. 


The BTA denied the deduction for 1937 
and this was affirmed by the C. C. A. In 
affirming this decision the Supreme Court 
said: “It has long been held that in order 
truly to reflect the income of a given year, 
all the events must occur in that year which 
fix the amount and the fact of the taxpayer’s 
liability for items of indebtedness deducted, 
though not paid. Here the taxpayer was 
strenuously contesting liability and at the 
same time deducting the amount of the tax 
on the theory that the state’s exaction con- 
stituted a fixed and certain liability. This 
it could not do. It must, in the circum- 
stances, await the event of the state Court 
litigation and might claim a deduction only 
for the taxable year in which its liability for 
the tax was finally adjudicated.” 


Prior to this decision a contested tax was 
allowed as a deduction if the tax was paid 
in the year it accrued.” However, in view 
of the Dixie Pine Products case, it appears 
that no deduction will be permitted where 
a tax is contested. The mere payment of 
the tax to prevent imposition of penalties, 
to save interest or even as a condition prece- 
dent to litigation does not appear to have 
any significance. 


Deduction for Capital Stock Tax 
Not Allowed 


In a recent Circuit Court case just de- 
cided,” a capital stock tax paid in 1937 was 
not allowed as a deduction in 1937 when the 
same was refunded to the taxpayer in 1939, 
based on a claim for refund filed in April, 
1938. The Court stated that so long as the 
1937 year was still open, the Commissioner 
was within his rights in disallowing the de- 
duction for 1937. The Court stated signifi- 
cantly that it is not intended to disregard the 
Sanford & Brooks case." but following the 
Dixie case the deduction had to be disallowed 
for 1937 since there did not appear to be any 


27 First National Bank in St, Louis, 1 TC 3701 
[CCH Dec. 12,918]. 

2% U. 8. v. Detroit Moulding Corp., 56 F. Supp. 
754 [44-2 ustc J 9456]. 

22U. 8. Industrial Alcohol Co., 42 BTA 1323 
[CCH Dec. 11,398]; Cartex Mills Inc., 42 BTA 
894 [CCH Dec. 11,329]. 

3° Cooperstown Corp. v. Comm., (CCA-3) 144 
F. (2d) 693 [44-2 ustc J 9453]. 

31 Burnet v. Sanford & Brooks Co., 282 U. S. 
359 [2 ustc J 636], 
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legal obligation on the taxpayer to pay the 
tax as it had contested the validity of the 
tax before the Commissioner had a reason- 
able opportunity to examine the year 1937. 


If a tax is contested only partially it would 
appear that the part not contested would 
be an allowable deduction. Again, a tax 
may accrue in one year and payment be 
required in the following year. It appears 
reasonable that if litigation is commenced 
in the subsequent year it should be consid- 
ered as of the date of accrual. 


When a tax is compromised for a smaller 
amount after accrual but without litigation, 


then the original deduction need not be ad- 
justed.” 


It follows from the above decisions that if 
the taxpayer does not contest the assessment 
or is not a party to litigation, the deduction 
will be allowed even if eliminated or sub- 
stantially reduced in a subsequent year. 


Refunds for Unconstitutional Taxes 


There has been considerable conflict of 
opinion as to the treatment of accrued taxes 


that are subsequently declared unconstitu- 
tional. 


The Bureau has generally held that an 
illegal tax can never be the basis for a deduc- 
tion and unless the year is closed the original 
deduction must be adjusted.™ The Board 
generally followed this same policy * except 
that where the taxes were paid and not 
merely accrued the deduction was allowed.” 


An unconstitutional tax was held not to 
be a “tax” in Norton v. Shelby Co.™ and 
Chicago, Indianapolis & Louisville Railway 
Co. v. Hackett.” On that basis such a pay- 
ment was not a “tax paid” and, therefore, not 
a proper deduction. However, in Chicot 
Drainage District v. Baxter State Bank® the 
Supreme Court changed its mind and held 
that an unconstitutional tax had an actual 
temporary existence, which ended with the 


® North Shore Bus Co., Inc., Memo TC [CCH 
Dec. 12,944-B] Affd. 143 F. (2d) 114 (CCA-2) 
[44-1 ustc {| 9345]; Manhattan Soap Co., Inc., 
Memo TC [CCH Dec. 13,825 (M)]. 

3SM 4683, V-1 CB 59; IT 2254, V-1 CB 60, 
3578, 1942-2 CB 155, 2934, XIV-2 CB 63, 3086, 
1937-1 CB 77; G, C. M. 16491, XV-1 CB 109. 

*% Davies, 42 BTA 965 [CCH Dec. 11,337]; 
Athens Roller Mills, Inc., 46 BTA 1012 [CCH 
Dec. 12,507]; J. A. Dougherty’s Sons, Inc., 42 
BTA 892 [CCH Dec. 11,328]; Benedict Coal 
Corp., Memo TC [CCH Dec. 13,387 (M)]; Rath 
Packing Co., Memo TC [CCH Dec. 13,433 (M)]. 

%*M & N Cigar Manufacturers, Inc., 42 BTA 
1091 [CCH Dec. 11,357]; Cartex Mills, Inc., 42 
BTA 894 [CCH Dec. 11,329]; Charles F. Fawcett, 
30 BTA 908 [CCH Dec. 8597], 

% 118 U.S. 425. 
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voiding of the law. Consequently, such a 
payment is a tax paid and constitutes an 
allowable deduction. The decision itself does 


not given any clue as to the proper year of 
deduction. 


The Circuit Courts have generally decided 
that subsequent invalidation of a law does 
not affect the deductior® for an accrual in a 
prior year.” 


Situation Created by 
Unconstitutional Taxes 


There has been considerable litigation with 
respect to problems arising out of the situa- 
tion created when the AAA taxes were de- 
clared unconstitutional.” The Bureau ruled 
that if the vendor was under no legal obli- 
gation to reimburse its customers for the 
tax collected, then no part is excludible from 
gross sales and the deduction for reimburse- 
ment will be allowable in the year made” 
However, the Board generally permitted de- 
duction in 1935 or reimbursements made to 
vendees in later years.” 


The first case of this type to reach the 
Supreme Court was Security Flour Mills v. 
Commissioner. Here, taxpayer deducted in 
1935, $102,000 for processing taxes accrued 
but never actually paid (except $93,000 was 
paid into a depository and returned to tax- 
payer). It resisted the payment to the col- 
lector of these taxes. In 1936, 1937 and 1938, 
it refunded to its customers over $45,000. In 
its return for 1935, the taxpayer deducted the 
sum of $102,000. The Commissioner disal- 
lowed the deduction. The Board reversed 
the Commissioner and the CCA, 10th circuit, 
reversed the Board. The Supreme Court 
then affirmed the CCA. It stated, “it is set- 
tled by many decisions that a taxpayer may 
not accrue an expense, the amount of which 
is unsettled, or the liability for which is con- 
tingent, and this principle is fully applicable 
to a tax, liability for which the taxpayer 
denies, and payment whereof he is contest- 
ing. Since it denied liability for, and 





37 228 U.S. 559. 

38 308 U. S. 371. 

39 Davies Estate v. Comm., 126 F. (2d) 294 
(CCA-6) [42-1 ustc { 9320]; Athens Roller Mills, 
Inc. v. Comm., 136 F. (2d) 125 (CCA-6) [43-1 
ustc { 9463]; J. A. Dougherty’s Sons, Inc. v. 
Comm., 121 F. (2d) 700 (CCA-3) [41-2 ustc 
{ 9562]; Ben Bimberg & Co., Inc. v. Helvering, 
126 F. (2d) 412 (CCA-2) [42-1 ustc { 9329}. 

U.S. v. Butler et al., 297 U. S. 1 [36-1 ustc 
1 9039). 

417. T, 3090, 1937-1 CB 78. 

42 Cannon Valley Milling Co., 44 BTA 763 [CCH 
Dec. 11,860]; Blaine, Mackay, Lee Co., Memo 
BTA [CCH Dec. 12,255-E]; Montana Flour Mills 
Co., Memo BTA [CCH Dec. 12,412-C]; Flour 
Finance Corp., Memo BTA [CCH Dec. 12,502-C]. 





failed te 
1935, it 
countin 
an accr 


























Ther 
Produc 
made 
whethe 
tutiona 
the tax 


But 
been a 
invalid 
stand 
is still 


The 
accour 
to foll 
enunc! 
pense 
applic 
earne 
Later 
& Br 
ory 1 
practi 
Andet 
theor 
that « 
was 
stanc 
as at 
expe! 
coun 
there 
if in 
even 
mate 



































































































































Sup! 
exte’ 
secti 
in tl 


Bi 
of t 
orde 
tion 
ent 
that 
port 
trar 
trat 
lect 
193 
193 
of t 
effe 


of | 


Ac 




































failed to pay the tax during the taxable year, 
1935, it was not in a position in its tax ac- 
counting to treat its Government’s claim as 
an accrued liability.” 


There is one thing that both the Dixie Pine 
Products and Security Flour Mills cases have 
made certain. That is, irrespective of 
whether a tax is constitutional or unconsti- 
tutional, no deduction will be allowed when 
the taxpayer contests the assessment. 


But suppose an uncontested tax which has 
been accrued as a deduction is subsequently 
invalidated. Does the original deduction 
stand or is it adjusted, provided the year 
is still open? 


The answer depends upon the concept of 
accounting which the Supreme Court is likely 
to follow. In the Anderson case, the Court 
enunciated the doctrine of charging to ex- 
pense of a period all items 
applicable to the income 
earned in such _ period. 
Later in Burnet v. Sanford 
& Brooks Co. a new the- 
ory was evolved which 
practically overturned the 
Anderson case. This new 
theory stressed the fact 
that each accounting period 
was separate and should 
stand on its own. So long 
as an item of income or 
expense was properly ac- 
counted for in one period, 
there should be no change 
if in a subsequent period 
events occur which may 
materially change the treat- 
ment of the original item. 


benefits for 


That this is the current thought of the 
Supreme Court may be readily seen from its 
extended discussion of the applicability of 
section 43, to prevent distortions of income 
in the Security Flour Mills case. 


There, the petitioner claimed the benefits 
of the exception in this section, “unless in 
order to clearly reflect the income the deduc- 
tion or credits should be taken as of a differ- 
ent period.” The petitioner asked the Court 
that the annual accounting concept of re- 
porting income be set aside and that a 
transactional concept be substituted; the 
transaction in this instance being the col- 
lection of processing taxes from vendees in 
1935, to partial reimbursement to them in 
1936, 1937 and 1938, and that the net result 
of the transaction in these four years be given 
effect in 1935. After going into a history 
of section 43, the Court concluded that such 


Accrual and Deduction of Taxes 


There are about as many defi- 
nitions of “tax” as there are writ- 
ers of books on public finance, but 
there is general agreement on 
certain basic attributes: a tax is 
a compulsory (reoccurring) pay- 
ment of money, goods, or services, 
imposed by a political authority 
upon a substantial part of the pop- 
ulation without arbitrary discrimi- 
nation, and the revenue is spent 
directly or indirectly for the public 
good without reference to special 
the 
V. Judson Wyckoff. 


a hybrid system of accounting, partly annual 
and partly transactional, will not be permitted. 


Quoting from its previous decision in 
Burnet v. Sanford & Brooks Co., the Court 
stressed that “all the revenue acts which have 
been enacted since the adoption of the Six- 
teenth Amendment have uniformly assessed 
the tax on the basis of annual returns show- 
ing the net result of all the taxpayer’s trans- 
actions during a fixed accounting period. . .. 
The uniform result has been denial both to 
government and to taxpayer of the privilege 
of allocating income or outgo to a year other 
than the year of actual receipt or payment, or 
applying the accrual basis, the year in which 
the right to receive or the obligation to pay 
has become final and definite in amount.” 


From the above quoted language it seems 
clear that each accounting year is a separate 
entity. It may be inferred 
then that if the tax was 
not contested by the tax- 
payer, the original deduc- 
tion will be allowed in the 
year of accrual, and the 
refund or credit will be 
income in the year re- 
ceived. 


This decision has already 
had its effect on the Tax 
Court. Previously, the Tax 
Court has generally held 
that illegal or unconstitu- 
tional taxes are not “taxes 
paid” and, therefore, the 
original deduction was not 
permitted. In a recent 
case the Tax Court re- 
fused to disturb the deduc- 
tion of an illegal tax deducted in 1935, for 
which the taxpayer was given credit in a clos- 
ing agreement in 1940, and for an illegal tax 
paid in 1935 and recovered in 1936. 


In 1942, the code was amended by the 
addition of section 128 pertaining to recovery 
of unconstitutional federal taxes in years 
beginning after December 31, 1940. This 
provides that income attributable to the re- 
covery during the taxable year of a tax im- 
posed by the United States which has been 
held unconstitutional and in respect of which 
a deduction was allowed in a prior taxable 
year, may be excluded from gross income 
for the taxable year and the deduction al- 
lowed in respect thereof in such prior year 
treated as not having been allowable, if— 


taxpayer. — 


® Stanard-Tilton Milling Co., 3 TC 1026 [CCH 
Dec. 13,994]; Freihofer Baking Co., Memo TC 
[CCH Dec. 14,121 (M)]. 
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(a) the taxpayer so elects in writing 


(b) the taxpayer consents to assessment of 
additional tax resulting from the disal- 
lowance of the tax deduction in prior 
year, even though such assessment is 
otherwise outlawed. 


The regulations provide that the relief 
shall not be applicable to any prior year of 
original deduction if the income tax for such 
year has been finally determined by a closing 
agreement, Board or Court decision. There 


does not appear to be any express authority 
for this. 


Inasmuch as this is a relief measure there 
appears to be no doubt that Congress in- 
tended that at least as far as federal taxes 
are concerned, recoveries of unconstitutional 
taxes should be taxable in year of receipt and 
the prior deductions should not be disturbed. 


Refunds or Credits of 
Deductible Taxes 


The attitude of the Bureau is that refunds 
or credits are taxable in the year of recovery 
and the original deduction is not disturbed 
unless the refund pertains to an illegally 
collected tax, in which event the original de- 
duction is adjusted if the year is still open. 


It is apparent that if the year of original 
deduction is closed or outlawed, the refund 
or credit must be included in income in the 
year in which it is determined. But if the 


year of original deduction is still open, what 
then? 


The Board has generally decided that if 
the original year is still open the original 
deduction should be changed.“ However, in 
two recent cases, in which the taxes accrued 
were not contested the Tax Court permitted 
the original deduction to stand despite sub- 
sequent substantial modification. One of 
these cases was recently affirmed by the Sec- 
ond Circuit.“ The Third Circuit in a case 
involving refunds of property taxes held that 
the prior deduction must be corrected.” The 
Sixth Circuit permitted deductions for con- 
tested taxes even though they were settled 
for substantially lower amounts in a subse- 
quent year.* 


In view of the stress laid upon annual ac- 
counting periods in the Security Flour Mills 
case, it seems that refunds or credits of 
deductible taxes will be considered income 





* MIM 4564, 1937-1 CB 93. 
“FE. B, Elliott Co., 45 BTA 82 [CCH Dec. 
12,075]. 
“Comm. v. North Shore Bus Co. Inc., 143 F. 
(2d) 114 (CCA-2) [44-1 ustc J 9345]. 
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in the year of determination and that no 
adjustment need be made to the original 
deduction. 


That this appears to be the intent of Con- 
gress also follows from a special relief pro- 
vision enacted in 1942, as section 22(b)12 of 
the code. This section pertaining to ex- 
clusions from income deals with recoveries 
in a taxable year of bad debts, taxes and de- 
linquency amounts. It provides that a re- 
covery of any of these items in a taxable 
year shall be excluded from income to the 
extent to which the original deduction did 
not result in a reduction of the taxpayer’s 
tax. A recovery includes an abatement or a 
credit and is not confined to a refund. 


It is important to note that this relief 
covers years that are still open, as well as 
years against which the statute of limitations 
has run. 


The Supreme Court decisions in the past 
few years have gone a long way to clarify 
some of the unsettled problems relating to 
tax deductions and treatment of tax refunds 
or credits. To a limited extent some of the 
inequalities have been corrected by legis- 
lation. But there are still unsettled issues 
and situations requiring legislative changes. 


The recent stressing of annual accounting 
periods may or may not have been influenced 
by prevailing high tax rates. Certainly it 
is unfair in situations where section 22(b) (12) 
would not apply to levy a tax or a refund or 
credit possibly four times as high as that 
which existed at the time of original deduction. 


Section 22(b)(12) should be further ex- 
tended so that any recovery should not be 
taxed to a greater extent than the benefit 
received by the taxpayer from the corre- 
sponding deduction. 


The benefit of section 128 should apply to 
all unconstitutional taxes and ought not be 
limited to federal taxes. 


So far as practicable, taxes, like rent and 
other items of expense, ought to be de- 
ductible on an accounting basis and the 
principles enunciated in the Anderson case 
should be reinstated. 


Addenda 


Two recent Tax Court decisions and a 
Bureau ruling have been published which 
are of sufficient interest to comment upon. 


138 F. (2d) 104 (CCA-3) [43-2 ustc { 9595]. 


* Comm, v. Central United National Bank, 99 


F, (2d) 568 (CCA-6) [38-2 ustc { 9562]. 
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In Robert LeRoy (4 TC No. 9), the tax- 
payer purchased New York City real estate 
on September 12th, 1940 and took title on 
September 30th, 1940. As New York City 
real estate taxes cover the fiscal year begin- 
ning July Ist, the seller gave taxpayer a check 
for his share of the 1940-1941 real estate tax 
covering the period July 1, 1940 to Septem- 
ber 30, 1940. The taxpayer, in October, 1940, 
paid the first half of the real estate tax cov- 
ering the period July 1, 1940 to December 31, 
1940, and deducted such amount on his re- 
turn for the year 1940. The lien for the first 
half year’s taxes attached on October 1, 1940 
and there was no personal liability on the 
part of the seller on or prior to September 
30, 1940. The Tax Court, following Magruder 
v. Supplee, supra, held that the taxpayer was 
entitled to deduct the full amount of the tax 
paid. There was neither a pre-existing lien 
nor personal liability on the part of the seller 
at or prior to the date of sale. The amount 
received by the taxpayer from the seller, ap- 
plicable to the period in which the property 
was owned by the seller, was held to be a 
reduction of the purchase price. 


In Atlantic Coast Line Railroad Company (4 
TC No. 16) the Tax Court departed from the 
legalistic concept of accrual and permitted a 
deduction for federal capital stock tax on an 
accounting basis. In this case it was the con- 
sistent practice of the taxpayer to accrue in 
the last half of each calendar year one-half of 


eral capital stock tax for the year ending the 
following June 30th. For the first six months 
of each year it charged to expense the differ- 
ence between the amount actually paid when 
its return was filed and the amount estimated 
for the last half of the previous calendar 
year. The Tax Court decided that the tax- 
payer could claim the deduction on this basis 
even though technically the full amount of 
the tax accrued on July Ist of each year. It 
cited with approval two recent Circuit Court 
cases, Commissioner v. Schock Gusmer & Co., 
Inc., supra, and Allen v. Atlanta Stove Works, 
Inc., supra, in which monthly accruals of 
taxes were permitted in short taxable years. 


The Bureau, in a letter dated September 
26th, 1944 (IT:P:T:2-MMS-3), has held that 
liability for New York State Franchise Tax 
accrues on November Ist, 1944. The tax for 
the privilege period beginning November Ist, 
1944, and ending December 3lst, 1944 (for 
calendar year corporation) is a single tax 
measured by net income for the calendar 
years 1943 and 1944. Consequently, the New 
York Franchise Tax computed on the basis 
of the return filed in 1944 and the New York 
Franchise Tax computed on the return to be 
filed in 1945, are both deductible for Federal 
income tax purposes in 1944 by an accrual 
basis calendar year taxpayer. It follows that 
certain fiscal year corporations would be en- 
titled to deduct in the fiscal year which in- 
cludes November Ist, 1944, three years New 


the amount of its estimated liability for fed- York State Franchise Tax. [The End] 


SE 


THE AMERICAN RED CROSS 


The Red Cross Blood Donor Service now supplies whole blood to the armed 
forces in addition to providing for the plasma program, Whole blood is flown to 
the war theaters, where it is used to supplement plasma transfusions. 


# 


To beat the black market in Italy the Red Cross recently shipped 2,500 light 


bulbs by air and 7,500 by boat for use in its servicemen’s clubs. Shipments of 100 
small pianos for Red Cross hospital recreation rooms have also been made to Italy. 


= 


Red Cross medical kits for prisoners of wa1 contain standard preparations in 
quantities sufficient for 100 men for one month. 


= 


The American Red Cross has 200 clubmobiles in operation. Of these, 39 are 
cinemobiles, which bring movies and music to our fighting men in the field. 


= 


Three hours after the initial landing on Leyte, P. I., American Red Cross men 
had established beach-head canteens serving coffee and other refreshments. 


Accrual and Deduction of Taxes 





A REASONABLE UNDISTRIBUTED 
PROFITS TAX 


By WILLIAM VICKREY 





Mr. Vickrey is an economist of considerable experience in federal governmental 

departments, having served in the tax research division of the Treasury, the 

defense finance section of the Office of Price Stabilization and on the National 

Resources Committee. His proposal for an undistributed profits tax is not an 

advocacy of the 1934 tax but an exposition, rather, of a new principle for postwar 
tax consideration. 
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prow CASE for the taxation of corpora- 
tions as such on their net income rests 
in large measure on the failure of the indi- 
vidual income tax to reach adequately the 
equities of individuals in the retained earn- 
ings of corporations. However, the forms of 
corporate taxation thus far used or widely 
proposed have been only remotely related 
to the objective of compensating for this 
failure. The normal corporation income tax 
has applied to all income regardless of 
whether retained or distributed as dividends, 
thus imposing an extra tax whether or not 
there was actually any avoidance of indi- 
vidual income tax, while the ill-fated and 
widely condemned undistributed-profits tax 
of 1936 bore only a remote relation to the 
amount of undertaxation of such retained 
earnings and thus operated more as a puni- 
tive measure than as a countervailing levy. 


Proper design of such a countervailing tax 
requires that the various factors that deter- 
mine the amount of this tax saving be con- 
sidered. Reinvestment of corporate earnings 
reduces the income tax burden of the indi- 
vidual shareholder in three ways: (a) by 
postponing the payment of the individual 
income tax, (b) by reducing the rate appli- 
cable through converting the potential divi- 
dend into a capital gain taxed at special low 
rates, and (c) by complete avoidance of the 
tax through the exemption from income tax 
of capital gains accrued at the death of the 
taxpayer. 


Measuring the Tax Saving from 
Postponement 


The effect of postponement of the tax 
in reducing the tax burden may be illus- 
trated by the following example. Ifa corpo- 
ration earns $1,000 and pays the entire $1,000 
out as dividends, these dividends may be 
subject to tax at a top bracket rate of say 
40%, leaving the stockholder with $600 net 
after taxes. If the stockholder buys addi- 
tional stock with this $600, and the earnings 
of say 5% are paid out in dividends each year 
thereafter, he will obtain an annual dividend 
of $30, out of which an income tax of $12 
will be payable, leaving him with a net return 
of $18. He can at any time sell the addi- 
tional stock that he bought with the original 
dividend and obtain the return of his $600 
tax free, there being no capital gain in this 
case. 

On the other hand, if the $1,000 is rein- 
vested by the corporation and no dividend 
paid, and 5% is earned on this additional 
capital and subsequently paid out annually 


A Reasonable Undistributed Profits Tax 


in additional dividends, the stockholder will 
get $50 a year in additional dividends, and 
after paying the income tax of $20, will have 
$30 left net after taxes, as compared with 
$18 in the former case. If the reinvested 
earnings are later distributed in a special 
dividend, the 40% tax will reduce the net 
amount to $600, the same as in the former 
case. Thus the net result of the reinvest- 
ment directly by the corporation is to reduce 
the taxes and increase the net return after 
taxes by $12 each year for as long as the 
reinvested profits are not distributed nor the 
stock sold; this is in turn equivalent to 
increasing the net income before taxes by 
$20. This $20 is equal to the interest on the 
tax on the amount reinvested; 5% of 40% 
of $1,000; in effect the government is lending 
the amount of the tax on the original rein- 
vested earnings interest-free. 


The advantage of corporate reinvestment 
is still further enhanced if capital gains are 
taxed at specially favorable rates. Assuming 
that the reinvested $1,000 is reflected in the 
market value of the stock, then if the stock 
is later sold, the appreciation of $1,000 will 
be reported asa capital gain. If capital gains 
were fully taxed as other income, the 40% 
tax would reduce the net appreciation to 
$600, as in the two previous cases. But if 
they are taxed at only half the regular rates, 
as at present, the tax payable on the sale 
of this stock would be only $200, and the 
taxpayer would realize a net gain of $800, 
as against only $600 where the dividend is 
paid out and reinvested separately. And if 
the stock is held until the death of the tax- 
payer the capital gain is under present law 
never taxed at all either to the decedent, his 
estate, or his heirs, so that the estate before 
succession taxes is increased by the full 
$1,000 as compared with only $600 where 
reinvestment is carried on outside the cor- 
poration. 


Possible Remedies 


For much of the undertaxation of retained 
corporate earnings, changes in the individual 
income tax are the simplest and most appro- 
priate remedy. Full taxation of capital gains 
as other income would reduce the tax advan- 
tage of corporate reinvestment to the amount 
corresponding to the postponement of the 
tax. To be fully effective, this would have 
to include considering transfer by death or 
gift as a realization for tax purposes of the 
accrued capital gain as reflected in the ap- 
praised value.” This would insure that all 
of each individual’s equity in the earnings 


Footnote 1 appears on next page. 
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of corporations would sooner or later be 
fully taxed. Fairness to the taxpayer would 
require as a corollary full deductibility of 
capital losses and averaging relief for cases 
where large capital gains force income into 
an abnormally high bracket or where large 
capital losses would otherwise be deductible 
only from an abnormally low bracket. 


There remains, however, the saving result- 
ing from the postponement of the tax, which 
as we have seen is equal to the interest on 
the tax postponed. The amount of the sav- 
ing thus depends not only on the amount 
postponed and on the income tax bracket of 
the shareholder, but on the duration of the 
postponement. If a countervailing tax is to 
be imposed upon the corporation, it is appro- 
priate that it should take as many of these 
factors into consideration as possible. A cor- 
porate income tax cannot as such take ac- 
count of the income tax bracket of the ultimate 
individual stockholders, but the duration of 
the postponement of dividend distribution 
can and should be taken into consideration. 
There should be a difference in the treatment 
accorded the corporation that reinvests earn- 
ings only temporarily for a year or two, 
distributing the accumulated surplus in divi- 
dends at the end of that time (or using the 
surplus to continue dividends in years of low 
earnings) and the corporation that reinvests 
earnings and retains them for long periods 
or indefinitely. 


A Recurrent Undistributed 
Profits Tax 


We are thus led to the suggestion that un- 
distributed profits be taxed recurrently at 
a low rate for each year for which they 
remain undistributed. The rate would be 
equal to the product of some reasonable rate 
of interest and the top bracket rate of: the 
typical stockholder. Then for stockholders 
in this bracket, the tax would exactly offset 
the tax savings derived from the reinvest- 
ment of the earnings. In setting the tax rate, 
some fixed rate of interest might be assumed, 





1 Incidentally, the complete exemption of cap- 
ital gains at death is one of the most potent 
of the tax reasons for holding on to appre- 
ciated securities. Imposing an income tax on 
such gains at least as heavy as that payable on 
gains realized during the life of the taxpayer 
would go a long way towards removing tax 
influences from security markets. Those who 
plead for special low rates on capital gains on 
the ground that this is necessary to promote 
the free exchange of securities and provide a 
liquid market, yet oppose any taxation of these 
gains accrued at death betray a greater interest 
in the preservation of loopholes than in promot- 
ing liquidity of stock markets. 
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in which case the government would in effect 
be lending the amount of the postponed tax 
on the reinvested earnings to the taxpayer 
at this fixed rate of interest. Or the hypo- 
thetical rate of interest might be made equal 
to the actual rate of return earned by the 
corporation on all its capital, in which case 
the government would be put in the position 
of a shareholder in the enterprise to the 
extent of this postponed tax. The tax on the 
fixed interest basis would be easier to com- 
pute, involving simply the application of a 
specified flat rate each year to the accumu- 
lated undistributed profits. The tax on the 
earnings basis would amount to apportioning 
the net income of the corporation between 
that attributable to reinvested earnings and 
that attributable to paid-in capital, presum- 
ably in proportion to these two quantities, 
and taxing the part of net income attributed 
to reinvested earnings at a rate equal to the 
typical individual surtax bracket rate. The 
earnings method would in principle be pref- 
erable, since the tax burden would accord 
more closely with the financial solvency of 
the corporation. In practice, however, it 
would be much more difficult to compute, 
involving as it would the archeological in- 
vestigations of paid-in capital that produce 
so much difficulty in the excess profits taxes. 
For this practical reason the flat rate fixed 
interest tax may well be preferred. 


Such a tax would equalize the tax burden 
on the stockholders of corporations that re- 
invest large portions of their earnings and 
those not reinvesting earnings, for those 
stockholders having incomes such as subject 
them to a top bracket rate corresponding to 
the rate assumed in computing the corporate 
tax. It would overtax the reinvested earn- 
ings accruing on behalf of stockholders with 
smaller incomes, and would still leave un- 
dertaxed the stockholders with larger in- 
comes and an interest in reinvested earnings. 


Advantages and Limitations 


As compared with the undistributed prof- 
its tax of 1936, which levied the tax all in 
one lump sum regardless of the length of 
time for which the profits remained undis- 
tributed, this tax has the great advantage 
of not making a critical issue of the precise 
timing of dividends or early determination 
of the income. A failure to distribute all 
profits within the year in which earned re- 
sults not in a prohibitive tax, but in a rela- 
tively light levy, and if the profits are 
distributed the following year, that will be 
all. If, as is quite feasible, the tax is based 
upon an average of the undistributed profits 
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for the year, month by month or quarter by 
quarter, postponement of dividends for one 
or two months would produce a correspond- 
ingly minute tax. The tax would not penal- 
ize the retention of earnings, but would 
merely offset, in the average case, the present 
tendency of the tax structure to subsidize 
such retention of earnings. Thus such a tax 
would not be open to the two principal ob- 
jections to the 1936 form of tax. 


Certain Stockholders 
Obtain No Advantage 


Such a tax would equalize the burden, 
however, only for stockholders falling in the 
assumed income tax bracket and who re- 
tained the stock without selling until the 
corporation finally distributed the entire sur- 
plus. A stockholder who turned over his 
holdings at frequent intervals would, if capital 
gains were fully taxed, obtain no advantage 
from the reinvestment of earnings, since he 
would realize his equity in the retained earn- 
ings as capital gains with very little delay 
and correspondingly little postponement of 
tax. Such stockholders would thus be over- 
taxed. Yet it would hardly be feasible to 
adjust the capital gains provisions to take 
account of such situations. In fact, if an 
adjustment were to be made, it would be 
practically the reverse of those made under 
the Revenue Act of 1934. In the situation 
considered here, the shorter the period for 
which the security was held, the less the 
advantage that would have been derived 
from reinvestment of earnings and conse- 
quent postponement of the tax, and the 
lower should be the tax payable on the gain 
and vice versa; under the 1934 provisions, 
the shorter the period held, the larger the 
fraction of the gain included in net income 
and the larger the tax. Any attempt to 
separate capital gains resulting from the in- 
creased earning power produced by reinvested 
earnings and appreciation from other causes 
is likely to result in failure. However, in 
recognition of the fact that all stockholders 
sooner or later sell their stock or transfer 
it to heirs in a way that under the full taxa- 
tion of capital gains suggested above would 
bring the income into account, it might be 
desirable to limit the period for which rein- 
vested earnings would continue to be taxed 
if retained by the corporation. Thus for 
example after ten years the amount of the 
earnings of a given year to be taken into 
account in computing the proposed tax might 
be reduced to say 80% and this discount 
gradually increased until at the end of say 
fifteen or twenty years the undistributed 
profits would no longer be included in the 
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tax base. To be sure, such a program pre- 
supposes a degree of stability in our tax law 
that we are yet far from achieving; indeed 
it would seem probable that over a period 
as long as that, some better solution to the 
problem may well have been adopted. 


Indeed the problem of reinvested earnings 
is but a part of the general problem of post- 
ponement of the realization and reporting of 
income by the taxpayer. There is in gen- 
eral an advantage to the taxpayer in post- 
poning the reporting of income and the 
payment of the corresponding income taxes. 
By doing so the taxpayer benefits to the 
extent of the interest on the tax postponed, 
just as he benefits when the corporation re- 
invests earnings for him and so postpones 
the time when the stockholder will have to 
report the income. There are many ways 
in which the taxpayer can postpone the real- 
ization of income, among which are deferring 
the sale of appreciated assets (whether the 
appreciation resulted from reinvested earn- 
ings or other causes), overdepreciation (con- 
versely, underdepreciation, whether enforced 
by regulation or resulting from overoptimism 
or improvidence tends to penalize the tax- 
payer), setting up of reserves to cover maxi- 
mum rather than expected losses (such as 
those of insurance companies), reporting 
capital improvements as current expense, 
and the like. All of these points of potential 
deferment of income are fruitful sources of 
conflict between the taxpayer and the Bureau 
of Internal Revenue. 


A More Thoroughgoing 


Solution: Averaging 


A more promising means of attacking all 
of these problems together is the use of an 
averaging device. It is possible to devise a 
method of assessment that will make the 
tax burden independent of any such shifts 
in the time at which items of income are 
realized and reported for tax purposes. One 
such method would operate as follows: In 
computing each year’s tax, the taxpayer 
would carry forward from the return of the 
previous year the adjusted total net income 
and the present value of income taxes paid 
since the beginning of the “averaging period” 
(if the previous year was the first year of 
the “averaging period,” the adjusted total 
income would simply be the net income for 
that year and the present value of taxes 
paid would simply be the income tax for 
that year). To last year’s present value of 
taxes he would add one year’s interest at 
a stipulated rate to bring that present value 
up to date, and to the adjusted total income 








he would add that interest on taxes and the 
net income for the current year to get the 
current adjusted total income. With this 
income he would enter a surtax table cor- 
responding to the number of years since the 
beginning of his averaging period (there 
would be a separate table provided for each 
number of years for which taxpayers would 
have been averaging) and from this surtax 
table compute the total present value of 
taxes for this period in exactly the same 
way as the surtax is computed at present. 
From this total liability he would subtract 
the present value of taxes previously paid 
to get the current payment due. 


The Problem of Marital Status 


Under such a method of assessment post- 
ponement of income, however accomplished, 
can effect no saving in tax. Any postponement 
of income will not affect the ultimate ad- 
justed total income or the total tax liability, 
since the interest earned on the postponed 
tax is allowed for. Any tax not paid in one 
year will increase the liability of a later year 
with interest. The only serious difficulty with 
such a plan is that if it is to be completely 
effective a valuation of assets of the taxpayer 
must be made and the accrued gains so re- 
vealed included in income whenever one av- 
eraging period is broken off and a new one 
begun. Such a break between averaging 
periods would probably be necessary, for 
instance, when the marital status of the tax- 
payer changes. If this hurdle can be over- 
come, it would be possible within each 
averaging period to give the taxpayer com- 
plete freedom as to the time of reporting 
his income, including depreciation and obso- 
lescence allowances, reserves and accruals 
of all sorts, capitalization of improvements, 
and the like. The tax burden would ulti- 
mately be the same whatever apportionment 
is made of the various items (assuming of 
course that there are no duplications or 
omissions) and the embodiment of the ac- 
crued but for tax purposes unrealized income 
in some form of wealth would be sufficient 
assurance of the collectibility of the tax 
when ultimately assessed.” 


Some Immediate Remedy Needed 


Short of some such neutralization of the 
effects of postponement through averaging, 





2A more detailed discussion of such an aver- 
aging method together with other averaging 
devices may be found in: William Vickrey: 
“Averaging of Income for Income Tax Pur- 
poses’’, The Journal of Political Economy, Vol. 
XLVII, pp. 379-397 (June, 1939). 
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there seems to be no completely satisfactory 
solution to the problem of reinvested earn- 
ings. The present form of corporate net 
income tax is almost indefensible. Even 
shorn of the difficulties and discriminations 
unavoidably imbedded in the excess profits 
tax, and restricted to a flat rate tax on net 
income, the inequities are flagrant. The tax 
acts as a powerful incentive towards over- 
balanced debt structures, a result that the 
Securities and Exchange Commission is 
vigorously opposing. Continuation of this 
form of tax will inevitably see the Treasury 
and the SEC working at cross purposes. 
To whatever extent the burden of the tax 
is considered to be shifted to consumers or 
wage-earners, the tax is a concealed sales 
or wage tax, and is both regressive and 
clandestine. To the extent that the burden 
falls on the stockholder, there is an in- 
equitable double taxation of dividends and 
a discrimination against investment in 
equities. 


Aids in Collection at Source 


The only possible excuse for retaining a 
tax of this form is as a form of collection 
at source of an initial bracket of the in- 
dividual income tax, dividends being then 
exempt from the corresponding bracket of 
tax in the hands of the recipient. Consistent 
execution of this notion requires in addition 
either the inclusion of the withheld tax in 
the base for the surtax (the “grossing up” 
procedure followed by the British) or the 
opposite, permitting the initial rate or normal 
tax on the other income to be deducted be- 
fore computing the surtax. Both methods 
can be made to achieve the same result, the 
only difference being that the nominal rates 
will appear higher under the second arrange- 
ment. With this collection at source, either 
refunds must be paid to dividend recipients 
whose other income is insufficient to absorb 
the personal exemptions, or a discriminatory 
tax burden on such persons tolerated. 


While this collection at source of a normal 
tax does solve the problem of undistributed 
profits insofar as persons subject only to 
normal tax are concerned, the problem re- 
mains with respect to the surtax. Con- 
versely, too, the non-taxable stockholder is 
penalized through the retention of the tax 
on his undistributed profits, and while he 
may get a refund later if and when the profits 
are distributed, the postponement of this 
refund constitutes an added burden exactly 
comparable to the advantage to the surtax 
payer of postponing taxes as outlined above. 
Moreover if in the meantime the stock be 
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sold, the exemption from normal tax of the 
dividends payable from the retained. earn- 
ings may be only partially capitalized in the 
price obtained. To be sure, if both buyer 
and seller are pricing in terms of a quick 
turnover the price will reflect this potential 
exemption or refund, particularly if the ac- 
cumulated surplus is expected to be liquidated 
through extra dividends in the near future. 
But if potential buyers are considering a 
semi-permanent investment, the remoteness 
of the eventual tax-free income or refund 
will discount the value of this feature heavily. 
Again, there seems to be no ready way of 
making an allowance for such a factor in 
the computation of the tax on the capital 
gain or otherwise. 


Financing of New Investment 


Even with such a withholding tax at the 
normal rate, there would still be a place 
for an additional annual tax on accumulated 
undistributed profits with the rate geared 
to the amount by which the top bracket rate 
of the typical shareholder exceeds the with- 
holding rate. Such a tax would achieve 
rough equality between reinvestment of 
earnings within the corporation and external 
financing, insofar as the income tax is con- 
cerned. The withholding tax alone does to 
be sure diminish the discrimination in favor 
of financing through retention of earnings 
as compared with outside financing, to the 
extent of removing the normal tax from the 
tax pressure; but it still leaves the very 
substantial pressure exerted by the surtax. 
Although the addition of such an undis- 
tributed profits tax would still leave individual 
cases where the tax would tend to favor 
slightly the one form of investment over 
the other, it would remove the general bias 
of the tax system and permit the financing 
of new investment through outside invest- 
ment in new companies without tax penalty 
or disadvantage. 


Removal of this bias is of great importance 
if our system of free enterprise is to be kept 
from degenerating into a system dominated 
by a few large corporations. While the 
1936 act was justly criticized as unduly penal- 
izing the financing of expansion out of profits, 
the continuation of the present very sub- 
stantial discrimination in favor of such in- 
ternal expansion at the expense of outside 
financing is certainly undesirable and will 
if continued have rather serious effects. If 
the natural desire of corporation manage- 
ment to enlarge the operations under their 
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control is reinforced by the desire of the 
stockholders with large incomes to avoid 
taxes, the result may well be to make it ex- 
tremely difficult for new investment to be 
financed outside of existing and profitable 
corporations. If dividends are limited by 
such a policy to the amounts needed by 
stockholders for current expenses, thus re- 
ducing the amount of savings actually in the 
hands of individuals able to make risky in- 
vestments, the amount of new capital avail- 
able outside of retained corporation earnings 
may be considerably reduced. New ven- 
tures can often expand much more rapidly 
if there is outside capital available than if 
they are required to rise by their own boot- 
straps; the large rate of profit necessary in 
order to have substantial sums to reinvest 
is frequently obtained through unduly high 
prices which in turn inhibit the growth of 
the market for the new commodity. Even 
more serious is the strong tendency under 
such conditions for existing corporations to 
grow in size and in multiplicity of activities 
while new companies find difficulty in get- 
ting a foothold through lack of capital and 
competition from companies having adequate 
capital resources within themselves. Bad 
as such a situation might be if it were merely 
the result of fair competition and might 
possibly be considered to reflect a genuine 
economy of operation, it is far worse when 
it is in large measure the result of a tax 
differential resulting merely from adopting 
the line of least resistance in the manner of 
assessing taxes. 


Cumulative Type of 
Undistributed Profits Tax 


If a complete averaging of income is con- 
sidered too radical a step, or if the practical 
difficulties are too great, an undistributed 
profits tax of this cumulative annual type is 
probably about as good an alternative method 
as can be devised for removing or at least 
mitigating the present tax bias in favor of 
reinvestment of earnings. It should be far 
superior to the 1936 undistributed profits 
tax, a definite improvement on a flat cor- 
poration net income tax, and a valuable sup- 
plement to the collection at source of a 
normal tax. While the suggested undis- 
tributed profits tax will not eliminate all 
the inequities and discriminations in the tax- 
ation of corporation profits, at least it would 
make the system as a whole less rather than 
more discriminatory, and there would be less 
likelihood of such a tax having a regressive 
incidence. [The End] 
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We, and a number of our subscribers, have often wondered what went on in 
the Bureau when it came time to publishing the tax forms. Who are the 
keen-minded men who do the drafting? From where do they start to trans- 
form law into columns, lines and blank spaces for figures? And knowing 
something about the printing and the publishing business we have wondered, 
how do they do it? Well the answer to all these questions isn’t complete, 

but we tried.—The Editor. 
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YETTING a line on the men in the huge 
Bureau of Internal Revenue of the United 
States Treasury Department in Washington 
who are responsible for drafting Form 
1121—the Corporation Excess Profits Tax 
Return—is not an easy task. For one thing, 
the Bureau is large and has a staff running 
into the thousands here in Washington. Sec- 
ond, the men who have a hand in drafting 
all the income tax forms prefer anonymity 
to publicity. Third, even after you find out 
the names of all the men who have anything 
to do with the forms, it is difficult to get 
any one of them to admit what part he plays. 


Irving Perlmeter, who is head of the pub- 
lic relations section of the Bureau, is about 
the only one over there who will talk—and 
most of what he says consists of saying, in 
reference to his colleagues: “We’ll see what 
we can get him to say about that, although 
he doesn’t like to talk.” 


It is also possible to learn such random 
facts as these from Mr. Perlmeter (if you 
didn’t know them already): that the first 
excess profits tax law was passed in 1940; 
that the Bureau avoids changes in forms 
whenever and wherever it is possible to 
avoid them, for even slight changes are mo- 
mentous to some folks (there were 1,500,000 
excess profits tax returns forms printed in 
1944, although only 140,000 corporations filed 
excess profits returns, 70,000 of which showed 
taxable excess profits); that the man who 
really is in charge of the Forms Committee 
and head of the Practices and Procedures 
Division is Charles P. Suman (a noncom- 
mittal fellow who would rather have his 
work speak for itself); that two _ little- 
known men—John Jenkins and George Tar- 
gett—are behind all forms. Mr. Jenkins and 
Mr. Targett, it turns out, are the men who 
really originate the forms. 

With nothing to go by except a law that 
covers more than 150 book-sized pages and 
regulations governing the law running to 
more than 500 pages, plus special provisions 
passed by Congress relating to corporation 
excess profits taxes, Mr. Jenkins and Mr. 
Targett were able to put out four whole 
pages of lines, columns and balances which 
eventually became Form 1121. 

lf you think that filling out Form 1121 
is tough—and a hasty glance at it seems to 
bear out this contention—then consider what 
Mr. Jenkins and Mr. Targett have to go 
through to make it up. 


First, they have to know everything there 
is to know about the most recent applicable 
tax law Congress passed and everything 
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about what had previously been enacted into 
law. 


Second, they have to make a rough draft 
and submit this to the Forms Committee, 
which goes over the rough draft with eagle- 
like eyes to spot any inaccuracy or any 
question based on faulty conceptions of the 
law. 

Third, they have to revise their form in 
line with what the Forms Committee sug- 
gests. ° 


Fourth, they have to work with the print- 
ers at the Government Printing Office, check 
the proofs and be sure that every letter, every 
dot is in the right place. 


Fifth, they have to pray that some “bug” 
doesn’t develop that will necessitate a slight 
change that will throw the whole form out 
of gear. 


Form 1121 isn’t the only one they have 
to worry about. They have to prepare some 
60-odd different tax forms each year, ranging 
from the report forms sent to co-operatives, 
unions and other hitherto tax-exempt enter- 
prises to the corporation excess profits tax 
form, admittedly the most difficult tax form 
to make—or fill out. 


The two “authors” take their work in 

stride. They work in a small paper-littered 
office which they share with two other men 
on the fourth floor. of the Internal Revenue 
suilding. When the Forms Committee is 
meeting almost daily—usually right after a 
tax bill has been passed by Congress—they 
appear before it in relays, and while one 
of them is discussing one complexity or 
another with the committee, the other is 
undertaking the necessary research on an- 
other point. 


Mr. Jenkins and Mr. Targett are so 
steeped in tax lore and are so used to re- 
ferring to Paragraph Z (1) (a) on the second 
page back that they look upon their tax forms 
as models of simplicity, even Form 1121. 
This may well be true, for to them any 
complexity to the average accountant would 
be simple, just as simple arithmetic is easy 
for Einstein but hard for the average school 
child. 


The trouble, they maintain, is that people 
are frightened by even the simplest of forms. 


“If folks would just follow the directions, 
they would come out all right,” Mr. Jenkins 
asserts, with a note of exasperation in his 
voice. “But they won't.” 


Both Mr. Jenkins and Mr. Targett are 
middle-aged career men in the Bureau of 
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Internal Revenue and both hail from small 
towns far removed from the talk of certified 
public accountants, lawyers and tax men who 
tackle Form 1121. 


Mr. Jenkins, tall and gray, has the official 
title of “forms specialist,” while Mr. Targett 
by rights is a member of the auditing division 
of the Bureau. He was placed on the Forms 
Committee in 1938 as a substitute for the 
head of the auditing division, who promptly 
escaped, and he has remained there since. 


“At first, I was only detailed to the Forms 
Committee to iron out some details,” he 
explains now, rather sadly, “but somehow, 
the details got longer and longer.” 


The Forms Committee, over which Mr. 
Suman presides regularly, meets only in- 
termittently unless there are some “bugs” 
in one or the other of the multitudinous tax 
forms, or unless a new tax bill has just been 
passed. It is composed of representatives 
from the Chief Counsel’s office, the Accounts 
and Collection Office and from other divi- 
sions of the Internal Revenue Bureau. 


This group works quietly, smoothly and 
efficiently to draft forms that are readily un- 
derstandable and at the same time adequate 
for the purpose of deflecting the correct tax 
from the taxpayer’s complicated business 
transactions. Why can’t the forms be sim- 
ple? Because the law is not simple. Why 
can’t the law be simple? Mr. Blough, Direc- 
tor of the Treasury’s Division of Tax Re- 
search and Assistant to the Secretary of the 
Treasury, has an answer for that question— 


In a recent speech to private tax account- 
ants and tax experts he answered the oft put 
question. 


“No one will deny that the excess profits 
tax is complex; in fact, the major complexi- 
ties of corporation taxation at the present 
time can be laid at its door. 


“Even if all the data needed to make a 
return were easily available, the mere com- 
putation of the tax is no small job. 


“First, the choice of credit—average-earn- 
ings and invested-capital—introduces a compli- 
cation into the law. Second, the mathematical 
computations are numerous and appear in- 
volved to many small taxpayers. Third, 
further complications are introduced by the 
host of relief adjustments which were insisted 
upon by one group of taxpayers or another for 
reasons of equity or incentive. 


“(There are, also) the formula for 
increased earnings in the last half of the 
base period, the 75-percent rule, the 80-per- 
cent limit, the carry-overs and the carry-backs, 
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Section 722, abnormal deductions in the base 
period and abnormal income in the current 
year, accelerated production of natural re- 
sources, installment sales and long-term con- 
tracts, the domestic corporation doing business 
abroad, capital-gains treatment for timber 
operations, and special treatment of bonus 
income for excess mining and timber output. 
The list is by no means exhausted. J merely 
want to point out that these special adjustments 
all make for complication ‘and they generally 
have been inserted at taxpayers’ urging. 


“(And there are) . . the capital-stock 
tax and the declared-value excess-profits tax, 
Some 510,000 capital stock tax returns were 
filed during the fiscal year 1944; of this num- 
ber 377,000 showed a tax. In addition, a 
separate computation for the declared-value 
excess-profits tax is required on the income 
tax return. 


“The capital-stock and declared-value ex- 
cess-profits taxes are a prime example of 
the close relation between simplicity and 
certainty. If income could be forecast accu- 
rately, these taxes, although superfluous, 
would give rise to few complaints. They 
would represent roughly an additional levy 
on profits of %4 of 1 per cent for corporations 
with excess profits, and of 4% of 1 per cent 
for corporations with no excess profits. Cor- 
porations with deficits would pay no tax. 
But profits commonly cannot be forecast 
accurately. These taxes are a capricious 
penalty on inability to forecast income. They 
impose the burden of preparing one addi- 
tional return and, much more important, the 
torment of searching the crystal ball for fig- 
ures that can be defended before boards of 
directors and stockholders. 


“cc 


Having once more lashed this oft- 
whipped horse, which somehow is still in the 
running, I suggest that the capital-stock 
and declared-value excess-profits taxes be 
simplified in the manner urged by the Treas- 
ury for some years and unanimously con- 
curred in by business—namely, repeal. The 
Senate voted to repeal the capital-stock and 
declared-value excess-profits taxes in 1942. 
The conferees did not sustain the Senate 
action. But Congress might act differently 
when circumstances are such as to permit 


tax reduction rather than to require tax 
increases.” 


If you want simpler tax return forms, the 
conscientious, modest men in the Bureau 
are not to be complained of—the seat of the 
difficulty lies far deeper than the Revenue 
building in Washington as Mr. Blough points 
out. {The End] 
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The Ferro-Berdon tax plan appeared in the December, 1944 issue 


Accountants’ Federal Tax 


Plan Analyzed 


By JOHN L. REEVES 


Chairman Federal Tax 
Committee, Ohio Society 
Cc. PA. 


i Poy Ferro-Berdon Tax Plan, proposed 
by a New York firm of certified public 
accountants and tax consultants, is a subject 
for much timely discussion and professional 
understanding among certified public ac- 
countants and tax attorneys. 


“The Ferro-Berdon Tax Plan proposes— 


1. That present capital stock-declared 
value excess profits tax combination be re- 
pealed, to be replaced by a “privilege tax” 
on equity invested capital of corporations, 
partnerships and sole proprietorships, deter- 
mined on an annual average basis. This is 
for privilege of doing business under the 
advantages and protection of the U. S. form 
of free economy. 


This proposal will no doubt have sympa- 
thetic support from all classes of tax con- 
sultants, corporations subject thereto, and 
perhaps even the Bureau of Internal Reve- 
nue, as it substitutes a federal franchise-to- 
do-business tax on corporations, partnerships 
and sole proprietorships, based upon their 
equity invested capital in place of the pres- 
ent national guessing game indulged in by 
corporations annually, in fixing a meaning- 
less valuation on their capital stock in 
order to avoid declared-value excess profits 
taxes. 

2. “That borrowed invested capital be 
subject to privilege tax on same general 
basis as equity capital.” 


The reasoning back of this recommenda- 
tion is not quite so clear because daily bor- 
rowed invested capital usually presents an 
involved accounting problem in its compli- 
cated determination, especially in businesses 
to whom this “privilege” tax might be cost- 
liest. It will increase the costs of “borrowed 
capital” financing of business on the one hand, 
but will: somewhat equalize the “privilege” 
tax burdens of two identical enterprises, the 
other of which is financed by the issuance 
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of capital stock, and at the same time will 
possess an adequate surplus for operating 
purposes. 


3. “That present general corporate taxing 
structure be retained but that rates be grad- 
uated with about ten brackets. Administra- 
tive controls should be provided to prevent 
‘split-up’ abuse.” 


4. “That corporate dividends be allowed 
as a deduction against corporate income, to 
avoid double taxation, to encourage distri- 
bution and eliminate present ‘salary v. divi- 
dend’ disputes in closely held corporations, 
except that a nominal ‘in-lieu-of-dividend’ 
exemption be prescribed for general pur- 
poses of reserves and expansion. Present 
penalty tax on unreasonable accumulation 
of surplus should be repealed.” 


5. “That all corporations be allowed a 
certain minimum flat exemption to encour- 
age small business.” 


These provisions appear to be the heart 
of the entire plan. If the present corporate 
taxing structure were retained with dividends 
in the future being officially allowed as a 
corporate deduction, proper reserves allowed 
for expansion or contingencies definitely de- 
termined, except as to amount, such as fire, 
flood and casualty losses not compensated 
by insurance, a great many of the present 
objectionable features of federal corporate 
taxation would be eliminated. The penalty 
tax for unjust accumulations of surplus 
would virtually be knocked out by the above 
provisions or its necessity would be mini- 
mized. 


The flat corporate exemption to encourage 
small business should be accompanied by 
“controls” penalizing large corporations 
which “split-up” into more than one without 
good business reasons, beyond that of tax- 
saving. Such corporations now may avail 
themselves of several exemptions as well as 
more than one set of low tax bracket income 
by “splitting-up.” However, there are many 
good business reasons for corporations to 
operate according to separate functions even 
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though the stockholders be identical. “Split- 
up” controls should be prudently drawn up 
and administered. 


6. “That partnerships be subject to an 
unincorporated business tax, generally at 
same effective rates as corporations.” 


This recommendation seems to be covered 
in part by Nos. 1 and 2, which have been 
discussed. However, in view of the fact 
that partnership net income is now taxed 
directly to the individual partners on a pro- 
rata basis as individual part-owners, I can- 
not see the advisability of using corporate 
rates of tax to apply, because many large 
businesses are sole proprietorships whereas 
many smaller businesses are partnerships. 
There should be no penalty imposed in the 
rate scale, in my opinion, because two or 
more individuals elect to join together in 
operating one business. I am not in favor 
of this provision because partnerships and 
sole proprietorships are not subject to state 
regulation generally and too much taxpayer 
deception is possible because of this fact. 
Many partnerships do not even have written 
articles of copartnership and therefore the 
3ureau of Internal Revenue would be fighting 
the battle of the partnerships all over again 


on a new “front” from that of family part- 
nerships. 


7. “That present individual income tax 
structure, generally, be retained but that ex- 
emptions be lifted from present sub-subsist- 
ence levels to a realistic and 


reasonable 
subsistence minimum.” 


Expense of Educating Children 


Much grumbling has been heard in the 
past concerning the failure of previous fed- 
eral income tax laws to provide adequately 
for families faced with heavy expenses for 
raising and educating children. The feeling 
prevails that the age of 18 years does not 
often mark the end of a child’s dependence 
on his or her family. This is particularly 
true where a dependent is seeking higher 
education, or through illness is set back in 
finding a place in the business world. Higher 
subsistence levels should be set for depend- 
ents, especially because of the costly factors 
usually involved in such dependencies. 


8. “That capital gains provisions, as at 
present, be retained but that capital loss 
provisions be liberalized so that ‘what's fair 
on the gain side is fair on the loss side.’ ” 


There seems to be a common justice in 
treating capital gains and losses alike, but I 
question the wisdom of mixing such gains 
and losses with the “ordinary” income tax 
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provisions. Much has been said in favor of 
eliminating capital gains and losses from 
taxation in the same ordinary income cate- 
gory, or even entirely, As a matter of fact, 
many of such gains or losses are theoreti- 
cally realized in years other than the taxable 
year and are used as a matter of convenience 
in minimizing taxes by the taxpayer by 
delaying their ultimate consummation until 
a favorable tax year comes along. 


9. “That tax advantages granted to pre- 
sent Western Hemisphere Trade Corporation 
be liberalized and made applicable to all 


foreign trade, to encourage trade and full 
employment.” 


Liberalize Restrictions 
on Taxation of Earnings 


The post-war world will need lilberaliza- 
tion of restrictions on taxation of earnings 
of foreign capital as enjoyed by domestic 
capital if we wish to have a better trade 
and employment situation. If foreign capi- 
tal is discriminately taxed in the United 
States, it will almost surely seek investment 
in war-devastated countries with cheap labor 
conditions and vast post-war markets. If both 
foreign and domestic capital are taxed equi- 
tably in the United States in the light of the 
foregoing recommendations, United States 
earning potentials with skilled labor, mod- 
ern high-speed production machinery and 
methods, and great material resources will 


be attractive and more secure for the capital 
involved. 


10. “That only realized income in accord 
with accepted accounting principles be taxed, 
to obviate administrative wranglings and 


confusions and taxing pure ‘technicality’ 
income.” 


The American Institute of Accountants 
has made a valiant attempt to define “accepted 
accounting principles” and could surely as- 
sist Congress in setting up a good definition 
of “realized income.” 


11. “That excess profits taxes be repealed 
in toto at earliest practicable date.” 


Most everyone seems agreed that excess 
profits taxes should be repealed at the con- 
clusion of World War II, but the nation 
will have a staggering indebtedness which is 
supposed to be over $1,900 per person now, 
($1,582 as of June 30, 1944. Ed.) according 
to statistics compiled in recent months. How 
this debt will be paid off or reduced in the 
face of decreased tax collections from cor- 
porations intrigues my imagination. | 
acknowledge superior numbers in thouglit, 
but with the huge incomes being produced 
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by industry in our country today and our 
national debt rising in spite of the heaviest 
federal taxes in history, I feel that when the 
excess profits tax goes down and out, if it 
does, some other form will have to go up, 
and a-plenty. 


12. “That all future bond interest on ‘all 
issues (federal, state, or local) be fully tax- 
ble.” 


3ond interest exemptions from federal tax 
only lead to confusion in issues and com- 
plications in preparation of returns and ad- 
ministration of the laws. This would be 
gradually reduced by the adoption of this 
recommendation. 


13. “That all excise taxes be repealed as 
regressive and economically and equitably 
unsound, that no future sales or excise taxes 
be imposed.” 


While nuisance (excise) taxes are costly 
in administration and a source of irrita- 
tion to both manufacturer, 
dealer, and the ultimate 
consumer, I still do not 
know whether their net 
yield after audit and ad- 
ministrative costs justifies 
their existence. If not, 
they should be eliminated 
together with the costly 
governmental personnel 
concerned only with such 
administrative and enforce- 
ment duties. 


14. “That family part- 
nership be affirmatively recognized as a 
specific type of entity in the tax law, and 
Congressional taxing intent specified.” 


This provision could have specific limits 
within which family partnerships could 
qualify as such; just as personal service 
corporations have had for vears past. The 
result of setting up specific limits would un- 
doubtedly be gratifying to the members of 
bona-fide family partnerships who could 
easily qualify under such limitations, rather 
than having to buck against the flood of con- 
flicting decisions emanating from the Treas- 
ury, Tax Court, and Circuit Courts. 


15. “That social security taxes be broad- 
ened to apply to all gainfully employed.” 


The privilege of subscribing to the U. S. 
Social Security program should not be con- 
fined to certain classes of the population. 
Self-employed citizens should be permitted 
to participate if they elect to do so by paying 
both the employee-employer share, at most, 
on a maximum of $3,000 of yearly earnings, 
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Paul Mallon said that it was his 
belief that no one makes any 
money out of horse racing except 
governments — but that’s all 
changed now. The recent ban on 
horse racing meets will cost 18 
states who participated in pari- 
mutuels over $21,350,000 which 
was the take in 1943. 


or whatever maximum Congress may eventu- 
ally set for all participants in the program. 


16. “That taxpayer be permitted to elect 
his own depreciation rates but, once having 
elected, he be bound by ‘where the chips 
might fall.” 


Accountants have for a long time realized 
that depreciation is like a bag of candy— 
if you eat it up too fast, you will surely 
find yourself at a future disadvantage in not 
having it to help sweeten up your future tax 
diet. Business men generally like to take 
heavy depreciation in times of high taxes; 
with little regard for the future. Under the 
Ferro-Berdon plan, they would be stuck 
with their own set rates, or no remaining 
depreciation at all. Of course, they should 
be reasonable in fixing their rates. 


17. “That professional accountants’ certi- 
fication of return shall be recognized as 
prima facie evidence of a proper and accept- 
able statement of facts and figures, along 

lines of British established 
procedure.” 


Responsible certified pub- 
lic accountants are faced 
with ethical regulations 
prescribed by the Treas- 
ury Committee on Prac- 
tice, and by their own 
respective state societies 
and the American Insti- 
tute of Accountants. It 
seems reasonable to as- 
sume that the “stakes” 
are too high for reputable 
accountants to risk taking chances with un- 
lawful practices in advising clients or pre- 
paring fraudulent tax returns. Cases may 
and will arise where reputable accountants 
will give the benefit of a doubtful situation 
to their clients, rather than the Treasury 
Department. Lawyers are considered the 
officers of the Court in at least most states 
in our country, but they still are expected 
to get all the “breaks” they can for their 
clients. 
they can for their clients. 


18. “That estate and gift taxes be replaced 
by one property tax, with high before-and- 
after death rates but with reasonable flat 
exemptions.” 


This recommendation would seem to elim- 
inate the need for dissipating estates by 
early gifts in order to avoid high federal 
inheritance taxes, except that state inherit- 
ance taxes can be avoided only by gifts. 
Nevertheless, this proposal has real merit 
for those citizens who lack adequate tax 
counsel. 


133 













19. “That present Tax Court appeals pro- 20. “That Congress annually, having passed 
cedure be made applicable to all federal tax the federal budget, prescribe necessary rate- 
matters, to obviate present hardship through adjustments correlated to the budget require- 
necessity of paying first, seeking refund ments, but that consideration be given to 
afterward.” ways and means of having rates fluctuate in 
If proper cash or surety bonds were inverse order to requirements, i. e., higher 
posted, such as the various state courts re- taxes in good years with some setting aside 
quire, in order to assure the financial re- to take up slack of lean years. This would 
sponsibility of the appellant in federal tax mean ‘pay-when-it-hurts-the-least’ instead of 
cases, there seems to be no good reason for past practice of raising tax rates only in 
jeopardy assessments by the Commissioner, depression years.” 
or for the U. S. marshal’s seizing taxpayers’ 
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Reconversion Expenditures + 


By 
PAUL 
IMON 


A review of law and cases bearing upon the question of deductibility 
of certain expenditures for the resumption of peacetime production. 


S the reconversion of our economy to 
+4 postwar conditions is no longer a merely 
theoretical problem, but is either commenced 
or taken into immediate consideration, the 
question arises, how expenditures made in 
connection therewith are to be treated under 
the federal tax law. 


Where the products manufactured or sold 
by a concern remain unchanged and only 
their use in the future will be devoted to 
peaceful instead of war purposes, no real 
problem exists, because the character of the 
business and particularly, the identity of its 
goods offered for sale remains the same. 
Difficult as the transition from war to peace 
may turn out to be economically, for tax 
purposes the continuity of the business is 
beyond doubt and hence, expenses incurred 
or paid in carrying on the business, are evi- 
dently to be charged and deducted from 
gross income according to the recognized 
accounting principles and the general rules 
of the tax law, i. e. in the taxable year when 
paid or incurred, Sec. 23 (a) (1), I. R. C. In 
particular, the segregation of current ex- 
penses and capital expenditures gives rise to 
no special consideration. 


The situation is different, when the tax- 
payer manufactured or sold goods used ex- 
clusively for war purposes and with the 
approaching end of hostilities faces the neces- 
sity to produce or sell an entirely different, 
in many cases, even a new product, in order to 
continue business in peacetime. Let us 
assume the extreme case, that a concern 
which was newly organized in the year 1940 
and exclusively manufactured war materials, 
as rifles or ammunitions or bomb sights, 
etc., resolved to change its products to any 
kind of peacetime machinery, either one 
being entirely new, or one representing a 
new and improved design. If the manage- 
ment is on the alert and well advised, it will 
begin preparations for manufacturing the 
peacetime product and securing a market 
for its sale immediately, i. e., months or even 
more than a year, before wartime restric- 
tions for such manufacture are lifted and 
production and sale*can be started. Such 
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preparations will consist of substantial ex- 
perimental work, making of drawings, pat- 
terns, models, dies, etc., and even a big 
advertising campaign may be undertaken to 
introduce the new product to the public. 
Thus, it may happen, that substantial amounts 
are expended in the taxable year 1945 for 
salaries and wages, and other costs of ex- 
perimental work and advertising, although 
production and sale of the goods for the bene- 
fit of which all those expenditures are made 
can only be commenced in a later year. 


Is the taxpayer then, allowed to deduct 
these expenditures from the gross income of 
the year 1945 when paid or incurred, or must 
he capitalize them and defer their deduction 
to years in which the business for which 
preparations were made is actually cdrried 
on? 


Development Costs of Peace 
Time Products 


In accordance with accounting theory, the 
federal tax law distinguishes between capital 
expenditures which are to be capitalized and 
business expenses which are deductible from 
gross income of the year in which they are 
paid or incurred. The definition of capital 
expenditures given in Sec. 24 (a) (2) and 
(3), I. R. C., and Reg. 111, Sec. 29.24-2, 
however, appears too narrow under account- 
ing principles. Sec. 24 (a) (2) and (3), dis- 
allows 


“ 


. any amount paid out for new build- 
ings or for permanent improvements or 
betterments made to increase the value of 
any property or estate,” 


and:— 


a“ 
. 


any amount expended in restoring 
property or in making good the exhaustion 
thereof for which an allowance is or has 
been made.” 


Reg. 111 Sec. 29.24—2, under the heading 
of “Capital Expenditures,” reads:— 


“Amounts paid for increasing the capital 
value or for making good the depreciation 
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(for which a deduction has been made) 
ot property are not deductible from gross 


” 


mcome ... 


These definitions do not cover such expendi- 
tures as result in the acquisition of new 
assets other than new buildings, although 
they certainly constitute capital expenditures 
and are treated as such under the tax law, 
e. g., new machinery, patents, patterns, models 
having a definite useful life beyond the tax- 
able year of the acquisition. Reg. 111, Sec. 
29.23(1)-7 and 8 In the Homer L. Strong 
case, 14 BTA 902, the Board of Tax Appeals 


held:— 


“In reaching the conclusion, that an 
amount is a capital expenditure in- 
stead of a deductible expense, it is essen- 
tial that the expenditure result in the 
acquisition, development or improvement 
of a capital asset having a useful life be- 
yond the taxable year in which the outlay 
was made.” 


This definition of capital expenditure is cor- 
rect and comprehensive. It is fair to say 
that, up to the present date, the vast majority 
of court decisions and the administration of 
the tax law have accepted it. It means that 
no capital expenditure is thinkable, unless 
there is an asset account to which the ex- 
penditure is to be charged. 


Among the capital expenditures a subdivi- 
sion must be made which is significant for 
tax purposes. There are capital expendi- 
tures which can be recovered by depreciation, 
and others which cannot, depending upon 
whether or not a definite period of useful- 
ness can be determined or at least estimated 
from experience with reasonable accuracy 
for the asset acquired, developed or im- 
proved. Reg. 111, Sec. 29.23 (1)—3 and 8. 


Hence, there are three categories of ex- 
penditures to be summarized which are dif- 
ferently treated under the tax law:— 


1) Expenses which do not result in the 
acquisition, development or improve- 
ment of a capital asset having a useful 
life beyond the taxable year. These 
expenses are fully deductible from gross 
income of the year, when paid or in- 
curred, (provided that they are ordinary 
and necessary business expenses in the 
meaning of Sec. 23 (a) (1) I. R. C.) 


2) Expenditures which result in the ac- 
quisition, development or improvement 
of a capital asset having a useful life 
not only beyond the taxable year, but 
also of a period which is definitely 
limited or can be estimated from ex- 
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perience with reasonable accuracy. 
These are capital expenditures, which 
can be recovered by depreciation, i. ¢, 
the deduction of which is to be ratably 
spread over the estimated period oj 
usefulness. 


3) Expenditures which result in the ac- 
quisition, development or improvement 
of a capital asset whose period of use- 
fulness, although reaching beyond the 
taxable year, cannot be estimated or is 
even unlimited. These capital ex- 
penditures can neither be deducted in 
the taxable year, when paid or incurred, 
nor recovered by depreciation nor is 
there any other way of deduction ina 
future taxable year.* 


The use of this classification furnishes the 
answer to the question, to what extent and 
in what taxable year the costs of preparatory 
work done for the development of peace 
products can be deducted from gross income. 


Inasmuch as that preparatory work re- 
sults in a patent for the peace products to 
be manufactured and sold, a capital asset 
having a useful life up to seventeen (17) 
years will be developed. The payments 
made for such preparatory work must be 
capitalized and may be depreciated over the 
useful life of the patent. Reg. 111, Sec. 
29.23 (1)—7. Expenditures for the develop- 
ment of secret processes, although not 
patented, are to be treated in the same way. 
(Hazeltine Corp., 32 BTA 122). Also pat- 
terns, dies, and models may represent assets to 
be used in production for a definite and 
limited period, so that their costs are not 
deductible in the taxable year in which ex- 
pended, but may be depreciated over the 
useful life of those assets. It should be noted 
that under the assumed facts the deprecia- 
tion period begins in a taxable year suc- 
ceeding that of the expenditure, because the 
use of the patent or other asset in manufac- 
turing the peacetime goods coincides witli 
the start of the peacetime goods production 
taking place in a later year. Thus, no part 
of such expenditures paid or incurred in the 
year 1945 can be deducted from the gross 
income of that year. 


If, however, no patent or secret process 
or any other asset (or asset improvement) 
materializes as the result of the preparatory 
work, its costs are nct capital expenditures, 
but current business expenses the deduction 
of which is allowed tor the year in which 
paid or incurred. It appears immaterial that 


* The typical example of that category is good 
will. 


February, 1945 e TAX ES—The Tax Magazine 





these eX] 
results 0! 
future ta 
sible to st 
outside t 
tures, th 
under th 
be a dire 
the spect 
tion, but 
and nece¢ 
as a wl 
benefitir 
and nec 
stance t 
deductic 
allocates 
not be d 
time bu 
inenceir 
carrving 
and it 1 
await tl 
feasible 
parator 
to the 
operati 
busines 
year W 
This 
of all 
for the 
peaceti 
tax-pa 
will ne 
their | 
restore 
tion e 
status 
extren 
tax-pe 
} ness a 
entire 
that h 
asset, 
work 
exper 
All th 
when 


Reg. 


“c 


— 


f 
in 
ter 
nat 
ot 
pe 


be 
ab 
pr 
es 


Tax 








uracy, 
which 
,i« 
atably 
od of 


ie ac- 


“ment 
f use- 
d the 
Or is 
| ex- 
ed in 
irred, 
lor 
Lina 


1s 


‘S the 
t and 
atory 
peace 
‘ome, 
Ee fe 
ts to 
asset 
(17) 
1ents 
t be 
r the 


Sec. 


elop- { 


not 
way. 
pat- 
‘ts to 
and 

not 
| @X- 

the 
oted 
ecia- 
suc- 
> the 
ifac- 
with 
ction 
part 
| the 


TOSS 


cess 
ent) 
tory 
res, 
tion 
hich 
that 


good 


zine 








these expenses do not benefit the operating 
results of that year, but exclusively those of 
future taxable years, when it will be pos- 
sible to start peacetime goods production. For, 
outside the necessity of capitalizing expendi- 
tures, the allowance of expense deduction 
under the tax law never requires that there 
be a direct relation between the expense and 
the specific operations of the year of deduc- 
tion, but only that the expense be ordinary 
and necessary in the conduct of the business 
as a whole. An anticipation of expenses 
benefiting future years may not be ordinary 
and necessary in a special case, as for in- 
stance the prepayment of rent, so that the 
deduction of such prepaid expenses must be 
allocated to the years involved. But it can- 
not be doubtful that the preparation of peace 
time business in a year preceding its com- 
mencement is ordinary and necessary in 
carrving on tax-payer’s business as a whole 
and it would be extremely unreasonable to 
await the time when such commencement is 
feasible. Therefore, the costs of the pre- 
paratory work done in a taxable year prior 
to the start of peacetime production and 
operation constitute ordinary and necessary 
business expenses to be deducted in the 
year when paid or incurred. 


This conclusion comprises the greater part 
of all preparatory work done or to be done 
jor the conversion of the war business to 
peacetime operations. For, the majority of 
tax-payers accomplishing that conversion 
will not create or improve capital assets by 
their preparatory work. They will either 
restore the status of production and opera- 
tion existing before the war or adapt that 
status to changed conditions. Even, in the 
extreme case mentioned above, where the 
tax-payer had no previous peacetime busi- 
ness and faces the necessity of preparing an 
entirely new product, it will be the exception 
that he develops a new patent or other capital 
asset, to which the costs of the preparatory 
work must be charged. This applies to the 
expenses for experimental work particularly. 
All these expenses are deductible in the year, 
when paid or incurred. This is confirmed by 
Reg. 111 Sec. 29.23 (1)—8, which provides :— 


“If a taxpayer has incurred expenditures 
in his business for designs, drawings, pat- 
terns, models, or work of an experimental 
nature calculated to result in improvement 
of his facilities or his products and if the 
period of usefulness of any such asset may 
be estimated from experience with reason- 
able accuracy, it may be subject to de- 
preciation allowances spread over such 
estimated period of usefulness. . . . Except 
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for such depreciation allowances no deduc- 
tion shall be made by the taxpayer against 
any sum so set up as an asset except on 
the sale or other disposition of such asset 
at a loss or on proof of a total loss there- 
of.” (Italics Supplied.) 


This regulation clearly shows, that the 
capitalization of expenditures, including those 
for experimental work, is required only if 
an asset is developed or improved on ac- 
count of the expenditures. It follows that 
the costs of experimental and other pre- 
paratory work not resulting in the creation 
or improvement of an asset are not capital 
expenditures, but expenses which, if ordinary 
and necessary, are allowable deductions from 
gross income in the year when paid or 
incurred, 


In accordance therewith, Reg. 111, Sec. 
29.24—2, although enumerating many ex- 
amples of capital expenditures does not 
mention the costs of experimental work as 
such. 


There will hardly be preparatory work for 
peacetime goods production of such a nature as 
creates Or improves an asset the usefulness 
of which is not limited in duration or whose 
period of usefulness cannot be estimated 
from experience with reasonable certainty. 


Advertising Expenses 


The same principles as above developed 
for the costs of preparatory work in general 
also apply to the amounts expended for an 
advertising campaign aimed at promoting 
peacetime products, if the expenditure is 
made in a taxable year prior to the begin- 
ning of peacetime operations. 


It would be erroneous to draw any con- 
trary conclusion from the law and the regu- 
lations, (Sec. 733, I. R. C., and Reg. 112 Sec. 
35.733—1, 2, and 3), as they are special pro- 
visions. ‘Their purpose is relief from excess 
profits tax, achieved by permitting the adding 
back to the excess profits net income of the 
base period years’ advertising and other 
promoting expenses, which may be regarded 
as capital investments, provided that the tax- 
payer made the election within 6 months 
after the date for filing his first excess profits 
tax return. By doing so, the average base 
period net income, as well as accumulated 
earnings and profits, could be increased so 
that the excess profits credit, computed under 
both methods, becomes larger. In such cases 
the capitalized expenditures were explicitly 
considered permanent assets and no deduc- 
tion for depreciation was allowed in respect 
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of such items, regardless of whether or not 
they had a limited useful life. (Reg. 112, Sec. 
35.733—2.) In addition thereto, the taxes 
of the base period years involved had to be 
redetermined, as if the deductions of the 
capitalized expenses had been disallowed, 
Reg. 112, Sec. 35.733—3, and finally, a tax- 
payer making the election lost the right to 
deduct for any excess profits tax year ex- 
penses similar to those capitalized for the 
base period, although they were ordinary 
and necessary business expenses. Sec. 23 
(a) (1) (C), Reg. 111, sec. 2923 (a)—14. All 
these provisions obviously served the pur- 
pose, on the one hand to give the tax-payer 
a certain relief from excess profits tax, on 
the other hand to prevent him from obtain- 
ing double tax advantages on account of the 
advertising, etc., expenses; it also resulted 
that the same adjustments as were provided 
for computing the base period net income 
were taken into account in computing the 
excess profits net income of the excess 
profits tax years,—a principle that is gen- 
erally applied by the law. Sec. 711 I. R. C. 


The special nature of these provisions does 
evidently not permit any extensive inter- 
pretation nor the application of the under- 


lying principles to other facts of tax 
significance. 


The question, whether advertising ex- 
penses of unusually large size are to be 
capitalized and ratably deducted over a 
period of years, or deducted in the year when 
paid or incurred was dealt with in the fol- 
lowing decisions of the Board of Tax 
Appeals: Colonial Ice Cream Co.,7 BTA 154; 
Northwestern Yeast Co., 5 BTA 232; Rich- 
mond Hosiery Mills, 6 BTA 1247; F. E. Booth 
Co., 21 BTA 148. In all cases the Board sus- 
tained the Commissioner who disallowed de- 
duction in other years than those of payment or 
accrual, The common reason for this opinion 
was the fact, that the tax-payer could not pro- 
duce any exact evidence on which a proper 
allocation of the expenses could be based. The 
Board did not consider itself in a position to 
determine whether the increase of the sales 
volume was due to the effect of the advertising 
campaign or other causes, as the natural growth 
of taxpayer’s business, general economic 
conditions or general recovery from depres- 
sion etc. Hence, a proper allocation ap- 
peared impossible, and the only deduction 
to be allowed was held to be that from the 
gross income of the year when paid or in- 
curred. In the Colonial Ice Cream Co. case 
the Board was even more specific. Also 
denying ‘the tax-payer’s right of prorating 
the advertising expenses paid or accrued in 
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ever, the Board could not determine or even 
approximate a correct segregation, it con- 
sidered itseif constrained to approve the 
Commissioner’s disallowance of any alloca- 
tion to taxable years succeeding the year of 
payment or accrual. 






























The facts under consideration are different 
from those decided upon in the cited cases, 
inasmuch as it is beyond doubt, that the ad- 
vertising expenses, promoting a peacetime 
product and spent before the beginning of a 
taxable year, in which the peacetime produc- 
tion can be started, do not benefit the taxable 
year of payment or accrual. But, this dif- 
ference is not material, because in our case, 
it is equally uncertain and cannot be deter- 
mined, how many years of peacetime oper- 
ations will be benefited by the advertising 
campaign, although being certain that the 
benefit resulting from it is limited in time. 
Hence, also in this case, no basis of proper 
allocation can be obtained in order to deter- 
mine the number of taxable years, over 
which the deduction should be ratably spread. 
Thus, the reasoning of the cited Board deci- 
sions equally applies here, with the result, 
that no capitalization nor deferment of the 
advertising expenses in question takes place, 
but their full deduction is allowable in the 
year in which paid or incurred. 


It appears not difficult to reconcile the 
opinion of the above cited Board decisions 
with the definition of capital expenditures 
given in the decision of the Homer L. Strong 
case, 14 BTA 902, previously referred to. 
Under the tax law, the advertising costs should 
not be set up as a capital asset, inasmuch as it is 
impossible to estimate from experience with 
reasonable certainty the length of the period 
for which the advertising is of value in the 
business or in the production of income. This 
is conclusive for the following reason: Only, if 
such estimate could be accomplished, deprecia- 
tion of the capitalized advertising expense 
would be allowed under Reg. 111, Sec. 
29.23 (1)—3. Hence, to capitalize the adver- 
tising expense and not to allow its depreciation, 
because the useful life of that intangible asset 
“Advertising Cost” cannot be estimated, would 
mean, that the advertising expenses could 
not be deducted at all from the gross income 
of any taxable year. This consequence, how- 
ever, would be extremely unreasonable, un- 
satisfactory, and untenable, because expenses 
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MR. SIMON’S article serves as a reminder to taxmen to check 
peacetime reconversion expenditures now noting the propery year 
in which such items may be used for income tax purposes. The 
author is with the firm of Byrnes and Baker, New York. 


Proposed State Tax Legislation 


i HE Governors’ 
session stress the importance of continuing existing revenue systems to meet 
postwar contingencies notwithstanding surpluses in most state treasuries. All 


existing emergency tax levies are urged to be extended by the chief executives 
of New York, North Dakota, Pennsylvania, and Wisconsin. 


messages thus far to the legislatures meeting in regular 


The Governor of Utah recommended the passage of an additional one cent 
tax on gasoline with no exemptions. The legislatures of Missouri, Montana, and 
New Hampshire are urged to study the method of taxation of insurance com- 
panies with a view of protecting state revenue notwithstanding the recent United 
States Supreme Court decision in the South-Eastern Underwriters Ass’n case, 
holding insurance companies to be engaged in interstate commerce and subject 
to federal control. Continued loss of revenue from gasoline, cigarette, and pari- 
mutuel taxes undoubtedly may prompt other legislatures to seek new sources of 
revenue to meet increased cost of governmental obligations. 


The Massachusetts legislature was requested to call a constitutional con- 
vention to make fundamental changes in their state tax structure, and the chief 
executives of Idaho, Missouri, and Oklahoma recommended the consolidation 
of all tax collections in a single department of government. 
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He Ought to Sce It Now 


The Rev. Sydney Smith is probably the 
least remembered and quoted of England’s 
brilliant men of letters. Political essayist, 
minister, founder of the Edinburgh Review, 
he died a century ago. A grubby volume of 
his works, “Sydney Smith’s Wit and Wis- 
dom,” came this way the other day. Poring 
thru it, we came upon an article, “America,” 
which he wrote in 1818. 


On the whole, the Rev. Mr. Smith thought 
highly of America. He liked the fact that its 
government was cheap, that its officials re- 
ceived low salaries, and that bribery or in- 
fluence were “entirely out of the question.” 


He thought it nice, too, that Americans 
had discarded the tailor and his auxiliary, the 
barber, in administering justice. “A judge 
administers justice,’ he wrote, “without a 
calorific wig and parti-colored gown, in a 
coat and pantaloons.” 


He deplored American literature, saying 
there was none. “They had a Franklin, in- 
deed, and may afford to live half a century 
on his fame,” he wrote. He cited, too, some 
pieces of pleasantry by Irving and then 
added: “Why should the Americans write 
books when a six weeks’ passage brings 
them, in their own tongue, our sense, science, 
and genius in bales and hogsheads? Prairies, 
erist mills, steamboats are their natural ob- 
ject for centuries to come.” When the 
Americans reached the Pacific ocean, he sug- 
gested, then they might turn to “epic poems, 
plays, and all the elegant gratifications of 


an ancient people who have tamed the wild 
earth.” 


He admitted that Commodore David 
Porter and Stephen Decatur were brave men, 
but he said it would be an unspeakable mis- 
fortune if they inflamed Americans [whom 
he refers to as Jonathon] into love of naval 
glory or love of war other than that founded 
upon a determination not to submit to serious 
insult or injury. 


“We can inform Jonathon what are the 
inevitable consequences of being too fond 
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of glory,” he wrote. “Taxes upon every 
article which enters into the mouth or covers 
the back or is placed under the foot. Taxes 
upon everything which it is pleasant to see, 
hear, feel, smell, or taste. Taxes upon 
warmth, light, locomotion. Taxes on every- 
thing on earth and the waters under the 
earth, on everything that comes from abroad 
or is grown at home. Taxes on the raw ma- 
terial, taxes on every fresh value that is 
added by the industry of man. Taxes on the 
sauce which pampers man’s appetite and 
the drug which restores him to health, on the 
ermine which decorates the judge and the 
rope which hangs the criminal, on the poor 
man’s salt and the rich man’s spice, on the 


brass nails of the cottin and the ribbon of 
the bride. 


“At bed or board, couchant or levant, we 
must pay. The school boy whips his taxed 
top. The beardless youth manages his taxed 
horse with a taxed bridle on a taxed road. 
And the dying Englishman, pouring his 
medicine, which has paid 7 per cent, into a 
spoon which has paid 15 per cent, flings him- 
self back upon his chintz bed, which has paid 
22 per cent, and expires in the arms of an 
apothecary, who has paid a license of £100 
for the privilege of putting him to death. 

“His whole property is then immediately 
taxed from 2 to 10 per cent. Besides the 
probate, large fees are demanded for burying 
him in the chancel; his virtues are handed 
down to posterity on taxed marble, and he is 


then gathered to his fathers to be taxed no 
more.” 


In addition, quoth Mr. Smith, dealing with 
large sums of money will make a govern- 
ment avaricious and profuse. It will generate 
spies and informers, political tools, and a 
race of odious retainers. Collection of this 
vast revenue will throw prodigious patronage 
into the hands of the government and “in- 
vest it with so vast an influence and hold out 
such means and temptations to corruption 
as all the virtue and public spirit, even of 
republicans, will be unable to resist.” 


He liked America because he was certain 
such events would not come to pass. 


» » Reprinted from the Chicago Tribune by Special Permission « « 
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One bureau of the Navy has saved $75,000,000 in sales taxes. 


The Navy Guards Its Tax Dollars Too 


By LT. GEORGE F. SMITH, Jr, USNR 


\ ]HETHER the Navy procures its facili- 

ties, ships, planes and guns through 
fixed price or cost-plus-a-fixed-fee contracts, 
the bill which Uncle Sam must pay varies 
directly with the amount of State and local 
taxes which war contractors pay, often with no 
more interest than that of a mere middleman. 
The potential totals of such levies as ad 
valorem taxes, sales and use taxes, license 
fees, gross receipts, franchise and occupa- 
tional taxes, with the resulting effect on war 
costs (and in turn upon John Doe, taxpayer 
and war bond buyer) are staggering. 


On the Monday following Pearl Harbor, 
Capt. Thomas L. Gatch, Assistant Judge 
Advocate General (since skipper of the fa- 
mous Battleship “X” and now Rear Admiral 
and Judge Advocate General), realizing 
what tax specialists have known for a long 
time—i. e., that the wording of a key contract 
clause often spells a difference of thousands 
to the taxpaying client—decided that it was 
high time the Navy obtained the benefit of 
expert tax counsel. For this job Rear Admi- 
ral Gatch selected Eugene Meacham. 


The story of the Navy’s role in guarding 
tax dollars is the story of Captain Eugene 
Meacham, Chief Tax Officer in the Office 
of the Judge Advocate General of the Navy. 


After serving as Deputy Prosecuting At- 
torney in Seattle from 1921 to 1927, and as 
attorney in the old Office of General Coun- 
sel of the Bureau of Internal Revenue from 
1927 to 1932, Meacham had entered private 
tax practice in Washington. 


Meacham’s reply to Gatch’s call was sim- 
ply, “If you need me, that’s all there is to 
it.” And so, Eugene Meacham doffed his 
civvies and was called from his inactive status 
in the Naval Reserve to the rank of lieutenant 
commander. 


Although by no means entirely so, the job 
in some respects was thankless. Of all the 
pressure groups that besiege Washington, 
there are none more powerful than those which 
represent the various state governments. To 
he sure, there were bound to arise cries of 
“tax dodger.” And yet, if the Navy were 
to operate on an efficient basis, common 
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sense principles of good business demanded 
that costs be cut whenever and wherever 
possible, including the reduction or elimina- 
tion, by any legitimate means possible, of 
state and local taxes going into a govern- 
ment contractor’s costs. If “technicalities” 
were availed of, “legal requirements are not 
always the worse for eluding the quick un- 
derstanding of a layman,” in the phrasing 
of Justice Frankfurter... One can scarcely 
conceive of a large corporation’s failing to 
examine, at least, the tax consequences at- 
taching to its various transactions. If, there- 
fore, Uncle Sam were not to remain 
synonymous with Santa Claus, it seemed 
imperative that any and all tax saving pro- 
cedures be adopted in effecting economies 
for the benefit of the federal government— 
the real billpayer. 


The program which Meacham designed 
and put into effect involves three major 
phases of activity. The first is purely informa- 
tive. When the nucleus of the present Tax 
Office was formed in early 1942, there were 
actually hundreds of inquiries on tax prob- 
lems from many of the various bureaus and 
offices of the naval establishment. The field 
of state and local excises is complicated 
enough even in application to ordinary busi- 
ness transactions. When there are added 
the additional complexities attendant to the 
fluid concept of intergovernmental tax im- 
munity, the resulting problems are even more 
bewildering to the layman. The first task, 
obviously, was to dispose of pending ques- 
tions as to. the applicability or nonapplica- 
bility of various taxes to transactions involving 
the Navy, cost-plus contractors, subcon- 
tractors and vendors. Incidental to this en- 
deavor, of course, has been the dissemination 
of information for the benefit of field officers 
in the solution of parallel problems. While 
it must be remembered that the job involves 
the interpretation and application of tax laws 
of the 48 states as well as the territories, there 
are certain basic principles common to most 
standard purchase and sale transactions. The 
objective of this first phase is, therefore, to 


1 Pacific Coast Dairies, Inc. v. Dept, of Agri- 
culture of California (1943) 318 U. S. 285, 298. 
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advise contractors and contracting officers as 
to which particular state and local taxes are 
properly payable, and which are not. In 
cases where taxes have been paid when not 
properly owing, the problem of their possible 
recovery also has to be met. 


While the first phase of activity deals 
largely with questions which are susceptible 
of relatively undisputed answers—involving 
merely research as to existing laws, regula- 
tions, rulings and decisions—the second 
phase might be designated the negotiation 
and litigation activity. Since many of the 
questions arising have no precedent, it falls 
to the Tax Office to represent the Navy 
Department in (a) obtaining special rulings 
and favorable decisions by state and local 
authorities; (b) negotiating settlements of 
active disputes; and (c) referring cases to 
the Tax Division of the Department of 
Justice and assisting in cases where test liti- 
gation seems appropriate. As to litigation, 
it should be wryly added that the United 
States does not always appear as a plaintiff. 
Incidental too both the first and second 
phases is the channeling of tax inquries 
through one activity, where they can be 
coordinated and treated uniformly. Piece- 
meal handling and independent negotiation 
with state tax authorities on the part of 
individual contractors have often proven em- 
barrassingly inconsistent from the Navy’s 
standpoint. 


The third and perhaps most important 
phase of activity of the Tax Office should 
be described as the constructive function. 
Whereas the activities previously described 
involve cases which the Tax Office deals 
with as it finds them, it is obvious that the 
exercise of a tax conscious foresight will 
produce substantial dividends. Indeed, the 
drawing of contracts and the control of con- 
tractors’ purchasing procedures offer prolific 
fields for a careful study of how best to save 
texes and reduce government costs on future 
transactions. The following paragraphs 
will be devoted to several illustrations of 
how some of the major problems have been 
solved to the substantial advantage of the 
federal taxpayer. 


Sales and Use Taxes 


It is a long and somewhat tortuous path 
that leads from McCulloch v. Maryland? to 





2 (1819) 4 Wheat. 316. 

3 (1941) 314 U. S. 1. Trace Metcalf & Eddy v. 
Mitchell (1926) 269 U. S. 514; Panhandle Oil Co. 
v. Know (1928) 277 U. S. 218; Trinityfarm 
Constr. Co. v. Grosjean (1934) 291 U. S. 466; 
Graves v. Texas Co. (1936) 298 U. S. 393; James 
v. Drawo Contracting Co. (1937) 302 U. S. 134; 
Helvering v. Gerhardt (1938) 304 U. S. 405; 
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Alabama v. King & Boozer’ While the latter 
dealt a death blow to the so-called economic 
burden theory (that an excise tax on a vendor 
to the government is unconstitutional since 
“the validity of the taxes claimed is to be 
determined by the practical effect of en- 
forcement in respect of sales to the govern- 
ment” *), yet the principle that state and 
federal governments are immune from recip- 
rocal taxation still retains much of its vitality! 


The King & Boozer case involved sales 
taxes laid on “purchasers”, and the court 
merely held that the government was not 
the “purchaser” in a transaction whereby 
lumber was purchased by a cost-plus con- 
tractor with the War Department. As the 
court stated the issue: 


“As the sale of the lumber by King and 
Boozer was not for cash the precise question 
is whether the Government became obligated 
to pay for the lumber and so was the pur- 
chaser whom the statute taxes * * *,”° 


After finding that the prime contract re- 
quired the cost-plus contractor to “make all 
such contracts in his own name, and not 
bind or purport to bind the government or 
the Contracting Officer,” * there was no alter- 
native but to hold that the government was 
not the “purchaser” and hence was not “taxed” 
by the Alabama statute. 


Changes in Procedure Necessary 


Therefore, in a situation where the pur- 
chase contract does bind the government to 
pay for the materials purchased, then, by 
the clear implication of the Supreme Court, 
the government ts the purchaser, and a tax 
laid on such a purchaser is, as to the govern- 
ment, invalid. Consequently, appropriate 
changes, where necessary, were made in Navy 
purchase procedures under cost-plus con- 
tracts, and into purchase orders were incor- 
porated clauses reading substantially as 
follows: 

“This purchase is made by the Govern- 
ment, and the Government shall be obligated 
to the vendors for the purchase price, but 
the Contractor shall handle all payments 
therefor on behalf of the Government. The 
vendor agrees to make demand or claim for 
payment of the purchase price from the Gov- 
ernment through the medium of the Con- 


Graves v. New York (1939) 306 U. S. 466. To this 
group should now be added Smith v. Davis (U. 5. 
Sup. Ct., Dec. 11, 1944). 

* Panhandle case, p. 222, note 3, supra. 

5U. S. and Mesta Machine Co. v. Allegheny 
Co. (1944) 322 U.S. 174. 

®p. 10. 
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tractor. All purchases hereunder are made 
for the account of the Government, and all 
title, delivery and transportation papers shall 
be made out in the name of the Government, 
in care of the Contractor.” 


As a result, state tax authorities have uni- 
formly agreed that purchases made pursuant 
to such orders are immune from ordinary 
sales taxes imposed on purchasers of tangible 
personal property. The direct savings to 
the Federal Treasury are not difficult to 
estimate. One bureau of the Navy alone 
spent approximately $2,500,000,000 from 
September, 1939, to November, 1944, for per- 
sonal property purchased through cost-plus 
contractors. At the usual 3% rate, the poten- 
tial sales tax bill would be $75,000,000—an 
amount which will pay, roughly, for about 
10 modern destroyers. 


Building Permits and License Fees 


Although there is no question but that 
those contracting with the government en- 
joy no sheltered status merely because of 
such relationship, and that, as in the Dravo 
case,® a nondiscriminatory tax on such a 
contractor does not infringe any constitu- 
tional immunity, yet where a particular 
“license” or “fee” in the nature of a police 
1egulation runs to the actual exercise of a 
function of the Federal Government (albeit 
through the instrumentality of a contractor), 
such an exaction seems contrary to the Fed- 
eral Supremacy Clause. Where, therefore, 
the federal government exercises a Consti- 
tutionally delegated power pursuant to legis- 
lation by the Congress, “the purpose of the 
supremacy clause was to avoid the introduc- 
tion of disparities, confusions and conflicts 
which would follow if the government’s 
general authority were subject to local 
controls.” 


One of the most frequently misunderstood 
cases on this subject is Stewart and Company 
v. Sadrakula™ However, when carefully 
analyzed, it offers direct support of these 
principles. A careful review of the decision 
in that case will demonstrate the distinction 
between (a) the effect given a portion of a 
statute on the rights of private individuals 
with respect to transactions occurring on 
land owned by the government, and (b) the 
direct, administrative interference by state 
and local authorities with an exclusive fed- 
eral activity carried on by the government. 


8 Note 3, supra. 

® Constitution, Art. VI, Cl. 2 making functions 
of the Federal government pursuant to laws 
enacted by the Congress in furtherance of dele- 
gated powers ‘“‘the supreme Law of the Land 
* * * anything in the Constitution or Laws of 
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The Sadrakula case involved a negligence 
suit brought against a rigging company by 
the administratrix of the estate of an em- 
ployee of the company who had fallen to 
his death. The employer, a subcontractor 
on a New York post office building being 
constructed on land owned by the govern- 
ment, failed to plank beams as required by 
a subsection of the state labor law, and the 
plaintiff alleged, as the sole ground of negli- 
gence, the noncompliance with that subsec- 
tion. The lower courts and the Court of 
Appeals, having found that the negligent 
failure to plank the beams was the proximate 
cause of the accident, held the defendant 
liable on the ground that that particular sub- 
section of the labor law was still valid and 
applicable, notwithstanding the fact that the 
accident occurred on lands owned by the 
United States. The United States Supreme 
Court affirmed the case, holding that local 
rules (existing at the time the government 
takes jurisdiction) governing the private 
rights of occupants continue in effect in a 
federal area until the Congress may other- 
wise provide. 


Local Rules Distinguished 


The court is careful, however, to observe 
the distinction between local rules such as 
those pertaining to the protection of rights 
of action for accidental death by negligence, 
and the exercise of state administrative au- 
thority. Recognizing that other provisions 
of the labor law did not continue operative, 
the court points out that “much of the State 
Law must necessarily be inappropriate” and 
that “it is not a question here of the exercise 
of State administrative authority in Federal 
territory.” * To further clarify the distinc- 
tion, the court refers, with approval, to the 
following excerpt from Oklahoma City v. 
Sanders,* in which the 10th Circuit upheld 
an injunction restraining a city and certain 
of its officers from enforcing an ordinance 
relating to licenses, bonds and inspections 
by daily arrests on account of violations of 
such ordinances by a contractor doing con- 
struction work on a low-cost housing project, 
holding: 


“It was not the purpose that the state 
should have the right to exert police power 
there through application of municipal or- 
dinances relating to licenses, bonds, and in- 
spections in the course of construction 
any State to the contrary notwithstanding.”’ 

1¢ The Mesta case, p, 183, note 5, supra. 

11 (1940) 309 U. S. 94. 

2p. 102. 


13 (C. C. A., 10th—1938) 94 Fed. (2d) 323, 115 
A. L, R. 363, 
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thereon of buildings by the United States 
government, * * *,”** 

The opinion in the Sadrakula case also 
mentions with apparent approval the follow- 
ing excerpt from a letter of the Director, 
Legal Division, Federal Emergency Ad- 
ministration of Public Works: 


“T am, therefore, of the opinion that the 
state or local government may not supervise 
the work of a contractor performing work 
on property owned by the United States 
of a contract with the United States.” ™* 
These principles have recently been reaffirmed 
ir Mayo v. United States™® and United States 
v. City of Chester.” 

Perhaps the following illustration will 
bring the problem into sharper focus. Let 
it be assumed that the Navy Department has 
determined that the specifications for a par- 
ticular type of structure should call for the 
use of steel beams of thickness of 2” and 
that the authorities for a particular city 
charged with exercising an ordinary police 
power are of the opinion that the required 
thickness should be 3”. A mere statement 
of such a dilemma provides its own answer. 
The contractor concerned has nothing to do 
with the government’s decision as to plans, 
specifications, etc. Indeed, the government’s 
choice of a particular means of accomplish- 
ing its desired construction—whether by in- 
dependent contractor or its own employees 
—is of no moment in recognizing the ex- 
clusive character of the Navy’s right to erect 
the particular structure it desires. It seems 
clear, therefore, that there is not the slightest 
doubt but that the Navy, in the exercise of 
its governmental functions, must be wholly 
independent of any regulatory authority in 
state and local officials. If local authorities 
do not possess the power even to modify, 
much less disapprove, such plans and speci- 
fications, the legal necessity for submission, 
for a purpose which can only be one of 
acquiescence, vanishes. 


Jurisdictional Objections to 
Local Excises 


In addition to other objections to the im- 
position of certain state and local taxes on 
transactions involving government con- 
tractors, investigation often revealed that the 
“taxable event” occurred in an area over 
which state and local laws did not extend, 
being under the exclusive jurisdiction of the 
federal government. Article I, Section 8, 

4p. 328. 

Map. 103. 

15 (1943) 319 U.S. 441. 


1% (D. C. E. D., Pa.—1943) 51 F. S. : 
% Italics supplied. 


144 


a7) 
“I 
os) 


clause 17 of the Federal Constitution grants 
power to Congress: ‘ 


“To exercise exclusive Legislation in al] 
Cases whatsoever, over such District (not 
exceeding ten Miles square) as may, by 
Cession or particular States, and the Ac- 
ceptance of Congress, become the Seat of 
the Government of the United States, and 
to exercise like Authority over all places pur- 
chased by the consent of the Legislature of the 
State in which the same shall be, for the 


Erection of Forts, Magazines, Arsenals, 
dockyards, and other needful Buildings; 


a ae ee 


The effect of this clause is to give the federal 
government exclusive jurisdiction over fed- 
eral areas purchased with the consent of the 
state (or ceded by the state) and the words 
“other needful buildings” have generally 
been broadly construed to cover all struc- 
tures and all places necessary for carrying 
on the business and affairs of the national 
government.” 


Property Under Exclusive 


U. S.. Jurisdiction 


Where consent and cession of jurisdiction 
have been obtained from the state, it has 
been uniformly held that the area comes 
within the exclusive jurisdiction of the 
United States and that state and local taxes 
may not be levied on private property 
situated thereon or on transactions taking 
place thereon. Thus, in Surplus Trading 
Company v. Cook™ the Supreme Court held 
that a tax claim by Pulaski County, Arkansas, 
could not be collected as to personal prop- 
erty of a private company located within the 
confines of an army camp, the court stating: 


“The question is not an open one. It long 
has been settled that where lands for such a 
purpose are purchased by the United States 
with the consent of the state legislature the 
jurisdiction theretofore residing in the State 
passes, in virtue of the constitutional pro- 
vision, to the United States, thereby making 
the jurisdiction of the latter the sole juris- 
diction.” ** 


* * * For the reasons which have been 


stated we are of the opinion that the Supreme 
Court of the State erred in holding that her 
tax laws could be applied to personal prop- 
erty within Camp Pike consistently with 
§ 8, cl. 17, of Article I of the Constitution, 
and therefore that the judgment of that court 
must be reversed.” ” 

MSee U. 2. vo. Tucker (D. C. W. D., Ky.— 
1903) 122 F. 518, 522. 

19 (1930) 281 U.S. 647. 

ep. 652. 


2p. 657. 
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Likewise, in Stundard Oil Company v. 
California,” the Supreme Court held that a 
state is without power to levy a license tax 
with respect to the sale of goods on a federal 
military reservation over which full legis- 
lative authority has been ceded by the state. 


Even in the Dravo case™ the court spe- 
cifically recognized the validity of this doc- 
trine, saying: 


“Unless the activities which are the sub- 
ject of the tax were carried on within the 
territorial limits of West Virginia, the State 
had no jurisdiction to impose the tax. Hans 
Rees’ Sons v. North Carolina, 283 U. S. 123, 
133, 134; Shaffer v. Carter, 252 U. S. 37, 57; 
Surplus Trading Co. v. Cook, 281 U. S. 647.” * 


While the force of these decisions has been 
substantially modified by the Buck Act” 
and the Highway Act,” there still remain a 
number of situations in which property, or 
the taxable event which is the subject of a 
particular excise, is beyond the jurisdiction 
of the state. 


Ship’s Service Stores and 
Officers’ Messes 


Navy Ship’s Service Stores are operated 
substantially the same as Army Post Ex- 
changes, which latter were held in Standard 
Oil v. Johnson *® to be “arms of the govern- 
ment * * * [and] integral parts of the War 
Department * * * and partake of what- 
ever immunities it may have under the Con- 
stitution and federal statutes.”* Officers’ 
Messes, while of substantially the same 
character, were, in certain instances, found 
not to possess the clear requisites for con- 
stituting integral parts of the naval estab- 
lishment. Steps were taken, therefore, to 
the end that Officers’ Messes as well as Ship’s 
Service Stores and Marine Post Exchanges 
should be clearly set up and operated as 
actual parts of the Navy. 


These activities at present do a volume of 
business which runs into the billions annually. 
The advantages—administrative as well as 
financial—of thus freeing these branches of 
the Navy Department from the payment and 
collection of state and local taxes are obvious. 
If such activities were not operated as parts 


21 (1934) 291 U.S, 242. 

*2 Note 3, supra. 

23 p, 138-139. See also Pacific Coast Dairies, 
Inc. v. Dept. of Agriculture, Note 1, supra. 

454 Stat. 1059, 4 U. S. C. 13-18, providing that 
“no person shall be relieved from liability for 
payment of * * * any sales or use tax levied 
by any State * * * on the ground that the sale 
or use, with respect to which such tax is levied, 
occurred in whole or in part within a Federal 
area * * *,°° 
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of the government and hence not immune 
from state sales taxes, the tax bill would 
run into many millions of dollars each year. 


Realty Taxes 


In the Mesta case,” decided by the United 
States Supreme Court on May 1, 1944, the 
issue involved was whether Allegheny County, 
Pennsylvania, could levy and collect a tax 
assessed against an Army cost-plus con- 
tractor measured by government-owned 
facilities located on contractor-owned land. 
The following excerpts from the opinion 
denying the validity of such a tax are 
significant: 

“The County denies, however, that it is 
taxing property belonging to the United 
States. First, it says it taxes only the land, 
which the United States does not own; and 
the machinery is not taxed, but is considered 
only as an enhancement of the value of the 
land to Mesta, its owner. Secondly, it says 
the lien of the tax does not encumber and 
the process of collection does not involve 
any sale or other interference with the ma- 
chinery. The Pennsylvania Supreme Court 
has upheld the questioned tax because upon 
these grounds it concluded that no inter- 
ference with the federal function resulted. 

* * * 


“The procedure of the assessors is con- 
sistent with no other theory than that the 
machinery itself was being assessed and 
taxed exactly as land was being assessed 
and taxed. The Government-owned ma- 
chinery was inspected and itemized by the 
assessor, each machine was then separately 
appraised by a machinery expert, and the 
aggregate full values of $618,000 were car- 
ried into the assessment. The assessment 
against Mesta was entered in the books of 
the assessors as follows: ‘Land, $293,795; 
3uildings, $1,123,125; Machinery, $2,489,085; 
Total assessment $3,906,004.’ The machinery 
item included the value of the Government's 
property. 


“The assessors made no claim that the 
temporary presence of the Government’s 
machinery actually enhanced the market 
value or the use value of Mesta’s land. The 
assessors simply and forthrightly valued 


2 $4 Stat. 1060, 4 U. S, C, 12, providing for the 
taxation of certain sales of motor fuel when sold 
by or through post exchanges, Ship’s Service 
Stores, etc. ‘‘located on U. S. military or other 
reservations, when such fuels are not for the 
exclusive use of the United States.’’ 

26 (1942) 316 U.S. 481. 

* Brackets added. 

*s Note 5, supra. 





Mesta’s land as land, the Government’s ma- 
chines as machinery, and added the latter 
to the former. We discern little theoretical 
difference, and no practical difference at all, 
between what was done and what would be 
done if the machinery were taxed in form. 
Its full value was ascertained and added to 
the base to which the annual rates would 
apply for county, city, borough, town, town- 
ship, school, and poor purposes. 

“We hold that the substance of this pro- 
cedure is to lay an ad valorem general prop- 


erty tax on property owned by the United 
States. 


Does Government Title Prevent 
State Taxation? 


“It is contended, however, that Govern- 
ment title does not prevent such state taxa- 
tion, because the incidence of the tax is borne 
by Mesta, not the Government, and the taxa- 
tion creates no lien upon its property or 
interference with its function. 

“The Commonwealth certainly has broad 
powers and choices of methods to tax Mesta, 
a corporation created by it and domiciled 
and operating within its borders. The trend 
of recent decisions has been to withdraw 
private property and profits from the shelter 
of governmental immunity but without im- 
pairing the immunity of the State or the 
Nation itself. Benefits which a contractor 
receives from dealings with the Government 
are subject to state income taxation. [James 
v. Dravo Contracting Co., 302 U. S. 134.] 
Salaries received from it may be taxed. 
[Graves v. New York ex rel. O’Keefe, 306 
U. S. 466.] The fact that materials are 
destined to be furnished to the Government 
does not exempt them from sales taxes im- 
posed on the contractor’s vendor. [Alabama 
v. King & Boozer, 314 U. S. 1.] But in all 
of these cases what we have denied is im- 
munity for the contractor’s own property, 
profits, or purchases. We have not held 
either that the Government could be taxed 
or its contractors taxed because property of 
the Government was in their hands. The 
distinction between taxation of private in- 
terests and taxation of governmental in- 
terests, although sometimes difficult to define, 
is fundamental in application of the immunity 
doctrine as developed in this country. 

* * * 


“We think, however, that the Govern- 
ment’s property interests are not taxable 
either to it or to its bailee. The “Government” 
is an abstraction, and its possession of prop- 
erty largely constructive. Actual possession 
and custody of Government property nearly 
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always are in someone who is not himself 
the Government but acts in its behalf and 
for its purposes. He may be an officer, an 
agent, or a contractor. His personal ad- 
vantages from the relationship by way of 
salary, profit, or beneficial personal use of 
the property may be taxed as we have held. 
But neither he nor the Government can be 
taxed for the Government’s property in- 
terest.” ™* 


Although this decision substantially dis- 
posed of the asserted power to tax property 
of the United States through the guise of 
taxing the contractor, the work of the Tax 
Office in prosecuting administrative appeals 
(for the procedural reason of exhausting 
such remedies) was tremendous while the 
Mesta case was pending. No small effort, 
therefore, has been expended in cooperation 
with government contractors and the de- 
partment of Justice in promptly protesting 
all assessments that have been directed by 
various taxing jurisdictions to government- 
owned property. 


While it is no doubt true that certain areas 
have been hard hit by the removal of certain 
property from the tax rolls because of federal 
ownership, it is to be observed that in the 
vast majority of cases, the location of war 
industries in particular areas has hardly been 
without its compensations. It is significant 
that once it is learned that there is to be 
built a certain operational facility or war 
plant, the cries of, “Build it here!” have 
thundered above those of, “Don’t build it 
here!” For those communities which have 
actually suffered “net losses”, the possibility 
of relief has received serious study,” but it 
is clear that the problem is one appropriately 
to be dealt with by the Congress alone. 


Personal Property Taxes 


It was found that in many instances, con- 
tracts for the construction of installations, 
ships and aircraft, for instance, did not clearly 
provide that title to work in progress and 
materials should always be in the United 
States. The consequence of such fact was 
obvious, i. e., such property, which amounted 
to hundreds of millions of dollars in value, 
was subject to ad valorem taxes while titled 
in private contractors. It was but a simple 
matter, therefore, since title to the completed 
items would eventually be in the government 
anyway, to provide specifically that title to 





%a p. 183, et seq. Footnotes bracketed. 

2 Report on Federal Contributions to States 
and Local Governmental Units with Respect to 
Federally Owned Real Estate, House’ Doc. No. 
216, 78th C., Ist Sess, (1943). 
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materials and work in progress should at all 
times be vested in the government. The 
consequent savings to naval appropriations 
are impressive, even in this day when the 
word “billion” rolls from the tongue with 
greater facility than “million”. 


Conclusion 


In consideration of the natural divergence 
of interests of the various state governments 
with that of the federal soverign, the ex- 
cellent cooperation of local authorities has 
been extremely gratifying. If an occasional 
charge of “tax dodging” has arisen, it is well 
to remember that the beneficiaries of this 
program of cost reduction are the federal 
taxpayers. And it is no mere fiction to dis- 
tinguish between federal taxpayers as a class 
and state taxpayers. The proposition that 
the matter involves merely taking money out 
of one pocket and putting it into another will 
not bear examination, for actually, when the 
federal government pays taxes, the people of 
all 48 states—the federal taxpayers—fill the 
coffers of certain states at ratios which are 
devoid of reason. But what is more to the 
point, it requires no Dunninger to reveal the 
relative financial conditions of the federal 


See “The State Strike It Rich’’ by Henry 
F. Pringle, Saturday Evening Post, Dec. 9, 1944. 


and the state governments, taken either col- 
lectively or individually.” 


Perhaps the most surprising part of the 
program has been the amicable spirit that 
has pervaded the numerous negotiations with 
state and local officials. As a general rule, 
tax authorities love those who seek to re- 
duce taxes about as much as the devil loves 
holy water. With scant exception, however, 
local officials have been quick to appreciate 
that it is Uncle Sam who is the real party at 
interest and who must foot the bill. They, 
perhaps above others, have understood all 


too well the gravity of a staggering national 
debt. 


As the result of three years of effort, the 
Tax Office has not only saved substantial 
sums through refunds or abatements of taxes 
erroneously paid or assessed, but has also 
effected cost reductions of millions of dollars 
by guiding procurement practices with an 
eye toward tax economies. While the sav- 
ings realized may seem small as compared 
with the totals expended in the war program, 
there are no doubt many who, believing that 
the best way to save dollars is to save 
pennies, will be glad to know that the Navy 
has learned how to shave costs like any other 
efficient business endeavor. 


[The End] 


Lt. George F. Smith, Jr., USNR, the author is a graduate of the Law 
School of the University of Texas and a member of the State Bar of 


Texas. 


He is now attached to the Office of the Judge Advocate 


General of the Navy, having been called to duty from the Chief Coun- 


sel’s Office of the Bureau of Internal Revenue. 


In this article he 


presents an outline of the work being carried on by the Navy Tax 
Office under Captain Eugene Meacham, USNR, whose picture appears 
on the cover of this issue. The views contained herein are those of the 
author and do not necessarily represent those of the Navy Department. 
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TOMORROW’S BUSINESS, Beardsley Ruml’s New Book. 
Farrar & Rinehart. $2.50 


To the fraternity of taxperts Beardsley 
Ruml needs no introduction. Never mind 
that he is treasurer of Macy’s, chairman of 
the Federal Reserve Bank of New York, etc., 
etc. He is the papa of the Ruml pay-as-you- 
go plan and joint papa of the Ruml-Sonne 
postwar Tax plan and thus a ranking tax- 
pert himself. 

In “Tomorrow’s Business” he cuts a pat- 
tern for a well-ordered shape of things ‘to 
come. He finds that without orderly proc- 
esses and well-defined responsibilities true 
political and economic democracy cannot 
function. But he goes far beyond the cus- 
tomary trite mouthings with which he, 
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happily, seems to have no patience. In their 
place and stead he gives a quite specific pro- 
gram and one that makes eminently good 
sense. 


The place of tomorrow’s business in the 
scheme of the general welfare and under a 
regulated peace that might be supposed to 
place emphasis on the four freedoms of the 
Atlantic Charter is at best a vexations 
teaser. Nowhere has sound, constructive 
thinking on this subject been as ably pre- 
sented as in this latest contribution of Mr. 
Ruml. It deserves the widest attention. 


Bert V. Tornborgh 








countries may come 


MEASURE of paramount importance in 
“Xencouraging American citizens to live 
abroad in the interest of foreign trade is 
found in the convention between the United 
States and Canada for the prevention of 
double taxation in the case of estate taxes 
and succession duties. 











The convention was negotiated in Novem- 
ber 1943, the United States Treasury being 
represented by Mr. Roy Blough, Director of 
‘Tax Research, Mr. Eldon P. King, Special 
Deputy Commissioner of Internal Revenue, 
and Adelbert Christy, Assistant Deputy 
Commissioner, and the Department of State 
being represented by Mr. William V. Whit- 
tington, Acting Chief, Treaty Division, and 
Mr. Herbert P. Fales, of the Financial Divi- 
sion. The Government of Canada was rep- 
resented by Mr. C. Fraser Elliott, K. C., 
Deputy Minister of National Revenue, Pro- 
fessor Henry Angus, Department of External 
Affairs, Dr. A. K. Eaton, Department of 
Finance, Mr. S. Quigg, K. C., Chief Solic- 
itor, National Revenue, and Mr. W. S. Mur- 
phy, Administrator of Succession Duties. 




















The convention was signed June 8, 1944, 
given royal consent in Canada on August 15, 
approved by the United States Senate on 
December 6, ratified by the President of the 
United States on December 12. With the 
exchange of ratifications the convention ap- 
plies retroactively as from the introduction 
of the Dominion succession duties on June 
14, 1941. It is to continue in effect for a 
period of five years from that date and in- 
definitely thereafter unless terminated by 
either of the contracting states at the end of 
the five-year period, or at any time there- 
aiter, provided that at least six months’ prior 
notice of termination has been given. 






















Advantages for American Estates 

The convention contains many definite ad- 
vantages for estates of American citizens, 
whether they die domiciled in Canada or in 
the United States. 
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By MITCHELL B. CARROLL 


our Internal Revenue Code concerning the 
federal estate tax, the estate of a citizen is 
fully subject to our federal levy regardless 
of where the citizen died domiciled and re- 
gardless of where his assets have their situs, 
with the sole exception that real estate is 
exempted if situated outside the United 
States. Not even a deduction for foreign 
estate taxes is allowed against the federal 
estate tax. The result is obvious: the en- 
tire estate of a citizen having a large proportion 
of assets abroad may be consumed by the 
multiple imposition of death taxes, and per- 
haps without wholly satisfying the claims oi 
the countries concerned. 


While theoretically the federal government 
could bind the states in a treaty restricting 
jurisdiction in the field of death taxes, for 
obvious political reasons the Senate might be 
indisposed to enter into an agreement with 
another country which would materially af- 
fect the taxing powers of the States. The 
present convention with Canada, therefore, 
is limited in its application to the taxes im- 
posed under the Dominion Succession Duty 
Act, and, in so far as the United States is 
concerned, to the federal estate taxes. How- 
ever, if appreciable changes are made in the 
fiscal laws of either contracting state, the 
competent authorities of the contracting states 
are to consult together (convention, art. I). 


Basic Principle of Convention 

The basic principle of the convention is 
recognition of the prior right of the country 
of situs of property to tax the property, and 
to prevent double taxation by providing that 
the tax thus imposed in the country of situs 
shall be allowed as a credit against the tax 
imposed on the entire estate in the other 
country where the decedent owner was dom- 
iciled. However, in view of the basic prin- 
ciple in our own tax laws that a citizen or his 
estate shall bear an equal burden of United 
States taxes, regardless of where he may 
live, the estates of American citizens remain 
subject to our federal estate taxes, even 
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though they may die domiciled in Canada, 
and relief is assured through the application 
of the credit allowable against the American 
tax in respect of the Canadian tax whether 
imposed on the basis of situs or on that of 
domicile (convention, art. VI). 


It is of interest to note that this principle 
of relief is the one followed in the arrange- 
ments for prevention of double taxation with 
regard to death duties which was concluded 
by the United Kingdom and the Irish Free 
State. Thus, according to the declaration of 
March 29, 1923,' “Where the Commissioners 
of Inland Revenue are satisfied that estate 
duty is payable in the Irish Free State by 
reason of the death of a person... in respect 
of any property situate in the Irish Free 
State and passing on such death, they shall 
allow a sum equal to the amount of that duty 
to be deducted from the estate duty payable 
in Great Britain in respect of that property 
on the same death.” A similar arrangement 
in respect of legacy and succession duty is 
contained in a declaration of July 26, 1926. 


Definition of Situs 


Having agreed on this general principle of 
relief, the Canadian and American negotia- 
tors found it necessary to define situs only 
with regard to two classes of property. 
lirst, in the case of real property, it was 
agreed that if such property is situated in one 
country, it should be exempt from taxation 
in the other. The question as to whether 
rights relating to or secured by real property 
are to be considered as real property for the 
purpose of the convention shall be deter- 
mined in accordance with laws of the con- 
tracting state imposing the tax (convention, 
art. IIIT). Obviously, if there should be a 
conflict of definitions of the real or personal 
character of rights relating to or secured by 
real property, double taxation would be pre- 
vented by the application of the credit device. 


Situs of Corporate Shares 


The other category of property for which 
a common definition was provided is shares 
ina corporation. In this connection Canada 
adopted the definition of situs in section 862 
(a), I. R. C., namely: that stock in a do- 
inestic corporation owned or held by a non- 
1esident not a citizen of the United States 


1 League of Nations, Collection of Interna- 
tional Agreements and Internal Legal Provisions 
for the Prevention of Double Taxation and Fis- 
cal Evasion, 1928, Vol. I, pp. 186 to 187. 

*Ibid., pp. 188, 189. 

‘See Rex v. Williams, (1942) A. C. 541, 
: BD. E.R: 5. 


(1942) 
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shall be deemed property within the United 
States (convention, art. III). It is true that 
the adoption of this rule in connection with 
shares in a corporation organized in or under 
the laws of Canada or of any of the provinces 
or territories of Canada has the effect of 
making taxable under the Dominion law in 
Canada the shares or stock in certain Ca- 
nadian corporations which have escaped such 
taxation in Canada by reason of being trans- 
ferable on books in New York or elsewhere 
in the United States. This change, however, 
in the definition of situs does not affect lia- 
bility to the provincial succession duties in 
Canada and, consequently, stock transferable 
on books in the United States may presum- 
ably still not be subjected to provincial 
taxes.° 


Situs of Other Assets 


As regards other classes of property, situs 
is to be determined in accordance with the 
laws of the contracting state imposing the 
tax, and the allowance for debts, as well as 
the domicile of the decedent, shall be simi- 
larly determined (convention, art. IV). As 
in the case of rights in real property, if any 
conflicts should result double taxation should 
be prevented through the credit provisions. 
Other relief provisions in the convention in- 
clude the allowance of the personal exemp- 
tion from estate tax in the country of situs in 
respect to the estate of a decedent wholly 
subject to tax in the other state in the pro- 
portion by which property situated within 
the state of situs bears to the entire estate 
(convention, art. V). Moreover, provision 
is made for mutual cooperation in the deter- 
mination of tax liability (convention, arts. 
VIII and IX), and for the settling of ques- 
tions of interpretation or application of the 
convention by mutual agreement, as well as 
for direct communication between the com- 
petent authorities (convention, art. X). In 
addition, the competent authorities may pre- 
scribe regulations to carry the convention 
into effect and rules concerning the exchange 
of information (ibid). 


Appeal Procedure 


lf, nevertheless, double taxation should 
result in respect of taxes to which the con- 
vention relates, a fiduciary or beneficiary 
may lodge a claim or protest with the state 
of citizenship or domicile of the fiduciary or 
beneficiary, or, if a corporation or other en- 
tity, with the state in which.it was created 
or organized. If the claim or protest should 
be deemed worthy of consideration, the com- 
petent authority of such state may consult 
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with the competent authority of the other 
state to determine whether the alleged dou- 
ble taxation exists or may occur and, if so, 
if it may be avoided in accordance with the 
terms of the convention. 


Help to Foreign Trade 


As a result of the convention an American 
citizen who goes abroad to represent an 
American company in Canada and acquires 
property and lives there so long as to be re- 
garded as domiciled in Canada will be pro- 
tected from multiple taxation just as much 
as if he had stayed in the United States. 
While the convention does not touch on the 
Canadian provincial taxes, double taxation 
will be somewhat limited by the restricted 
jurisdiction of the provinces in tax matters. 
While it is true that the convention has been 
criticized for not following the principles of 
reciprocal exemption of intangibles which has 
applied as between most of the States of the 


United States and of the provinces of Canada, 
these jurisdictions should not find in the conven- 
tion any reason to change their existing rules 
so as to create the double taxation which 


enlightened self-interest prompted them to 
avoid. 


It was logical to incorporate in the death 
tax convention the system of crediting for- 
eign taxes already embodied in the income 
tax convention between the United States 
and Canada signed on March 4, 1942, ratifi- 
cations of which were exchanged on June 15, 
1942. Together they constitute a regime for 
avoidance of double taxation which could 
usefully be followed in general lines, though 
there might be differences in details, as be- 
tween the United States and other countries 
having similar taxes, with which we are in- 
terested in promoting mutual trade relations. 
It is understood that such conventions with 
important countries are already in the proc- 
ess of negotiation. {The End] 


The author, a New York attorney, was asked to appear in 
support of the convention, as special counsel of the Tax Com- 
mittee of the National Foreign Trade Council, Inc., at a hearing 
before a subcommittee of the Senate Committee on Foreign 


Relations on December 1, 1944. 


—_-- HH? 


NEXT MONTH . The Treasury’s bulletin on section 722 will be discussed and 


analyzed by Mr. M. L. Seidman, and Mr. Jonathon C. Bunge 
gives us a look at the effect of death taxes on the closely held business. Another article of 
interest to many will be “Implications of the Dixie Pine Decision” by Joseph M. Jones, 
and another will be “Carry Backs and Carry Overs” by Morris Fedder. Also “Taxable 
Status of Income from Blocked Accounts” by Rowland W. Lassen. 
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By Bert V. Tornborgh, CPA 


The Shoptalkers: “The new format of 
TAXES—The Tax Magazine is certainly a 
welcome improvement,” began Star. “A 
pocket-size magazine is the thing in this 
day and age, when much of the reading has 
to be done on the 8:15 or otherwise on the 
run.” 


“It’s not bad at all,” agreed Dash, “and it 
is better than the conventional but not very 
practical size we have been used to. The 
important part, however is that the contents 
remain unabridged . . .” 


“Well, you wouldn’t expect anything less 
of the leading tax publication,” thought 
Philo. “Give me the magazine, the U. S. 
Master Tax Guide and the CCH Service and 
I'll always be ready to do battle at the drop 
of a court decision.” 


“I’m with you on that,” concurred Old- 
timer. “And speaking of court decisions 
we’ve had some interesting ones in the past 
year, the Dobson case probably being the 
outstanding one. Randolph Paul had an 
even more interesting dissection of it in the 
Harvard Law Review.” 


“I thought the Crane case a novel one,” 
contributed the Kid. “If I remember cor- 
rectly the Tax Court held that if property 
were acquired subject to a mortgage the base 
didn’t include such mortgage . . .” 


“Because the mortgage wasn’t assumed ?” 
asked Dash. 


“T think that was the general rationalizing 
in back of the case, so far as I could see,” 
replied the Kid. “An extension of that tack 
could get us into some rather deep involve- 
ments, it seems to me.” 


“It would certainly upset established prac- 
tices in the real estate business,” observed 
Star. “Imagine having a lien on property 
and not showing it on the books. You 


Talking Shop 


couldn’t very well show it unless it really 
were part of cost.” 


“There was one TC memo opinion in De- 
cember which touched on something that 
always burns me up” said the Kid, “and that 
was the Hexter case. Accountant’s fee again 


denied as expense, in connection with a tax 
matter.” 


“Makes you feel sort of ‘on the outside’ 
and not being quite respectable,” suggested 
Philo. “I think I know how you feel, 
ors 


“TI have heard all the but’s on that score,” 
interrupted the Kid, “and to my mind none 
of them are valid. To a taxpayer an ac- 
countant’s fee is every bit as much of an 
expense as paying rent or salaries or in- 
terest or anything else. He obviously doesn’t 
incur the fee just to get a tax deduction. 
And if he could wrestle with his tax matters 
himself, and save the fee, he undoubtedly 
would.” 


“It is a strained interpretation to say that 
an accountant’s fee for doing tax work— 
preparing returns, for instance—isn’t an or- 
dinary and necessary expense,” thought 
Dash. “Surely preparing tax returns is now 
an ‘ordinary’ event for taxpayers—very or- 
dinary. And if they lack the technical know- 
how the expense for some help would 
reasonably seem ‘necessary’. Any other 
way of looking at it is hair-splitting.” 


“Well, don’t blame any court,” cautioned 
Oldtimer. “Write your Congressman.” 


“Yes,” mused Star, “if accountants were 
as well represented in Congress as lawyers 
are maybe that little point would be changed.” 


“When you become qualified to run we'd 
be glad to have you and will make room for 


[Continued on page 173] 
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concerned with taxes in Pennsylvania. 






he YEAR 1944 saw the Pennsylvania 
Courts decide many tax cases, several of 
which enunciated new rules that are of in- 
terest to practitioners concerned with Penn- 
sylvania corporate taxes. Ina prior article, 
all the rules except those relating to alloca- 
tion fractions, were set forth;* it is here 
proposed to discuss the latter. 


















































The corporate net income tax is based on 
net income returned to the federal govern- 
ment, the franchise tax on the valuation of 
capital stock. The allocation inside and out- 
side of Pennsylvania is determined by three 
factors consisting of tangible property, wages 
and salaries and gross receipts. Since the 
statutory provisions for the two taxes are 
almost identical, the rules are interchange- 
able and may be applied to either. 

































































1. Capital losses from sales of tangible prop- 
erty in Pennsylvania are not deductible flat 
from net income allocated to Pennsylvania. 


On October 30, 1944, the Dauphin County 
Court decided the above issue against the 
taxpayer in Commonwealth v. Liggett Drug 
Company, Inc. The time has not as yet ex- 
pired for filing exceptions. Although the 
corporate net income tax has been in exist- 
ence since 1935, this is the first time that the 
Court was called upon to rule on the treat- 
ment of the allocation of capital losses arising 
from the sale of tangible property. 













































































The Corporate Net Income Tax Act pro- 
vides that gains arising from the sale of 
capital assets consisting of real estate or 
tangible personal property situated within 
the Commonwealth shall be allocated to 
Pennsylvania and, conversely, the gains from 
similar transactions outside of the Common- 
wealth shall be allocated outside of Penn- 
sylvania. The Act then prescribes that the 
remainder of the net income shall be allo- 
cated on the basis of the three statutory 
allocation fractions. There is no specific 
provision for the treatment of capital losses, 
neither within nor without Pennsylvania. 








































































































* Pennsylvania Corporate Taxation Rules Es- 
tablished During 1944, Taxes, January, 1945, 
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Eleven highly important tax principles are set out for guidance of all 


Pennsylvania Corporate Taxation Rul 





Regulation 4-06 under the regulations is- 
sued January 15, 1938, provides that in the 
allocation of capital gains capital losses may 
be offset against capital gains allocable with- 
in and without the Commonwealth, but capi- 
tal losses outside of Pennsylvania shall not 
be deducted from capital gains within the 


state nor vice versa. 
has been consistently 
and the regulation. 


The Commonwealth 
following the statute 


In the Liggett Drug Company case, a some- 
what unique situation arose. The taxpayer 
sustained a loss on the sale of real estate 
situated in Pennsylvania, the amount of 
which exceeded the net income allocated to 
Pennsylvania by applying the statutory allo- 
cation fractions to the “net income returned 
to and ascertained by the federal govern- 
ment.” The taxpayer contended that there 
Was no tax liability because the capital loss 
resulting from the Pennsylvania sale ex- 
ceeded the net income from other sources 
allocated to Pennsylvania. 


The Court, in deciding the question, 
adopted the reasoning of the Pennsylvania 
Supreme Court in Commonwealth v. Varner 
Brothers (345 Pa. 270 (1942)), by observing 
that the tax under consideration was not an 
income tax but a tax “based upon net income 
as returned to and ascertained by the fed- 
eral government.” In the [Varner Brothers 
case, the Court held that the Commonwealth 
was within its rights in refusing to allow as 
a deduction from net income reported to 
the federal government, any amounts in ex- 
cess of the $2000 statutory capital loss limi- 
tation, because it was not a question of 
determining the net income of the company, 
but a question of assessing the tax on the 
net income “returned to and ascertained by 
the federal government.” 


In the Liggett Drug case, the Court recog- 
nized the inequity of not specifically allo- 
cating capital losses, but since the language 
of the statute was so clear, it would be an 
action in contravention of the legislative in- 
tent to allow a flat deduction for the capital 
loss sustained from the sale of real property 
in Pennsylvania. 
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tablished in 1944. 


I. H. KREKSTEIN 


2. Gross receipts from sales to dealers or 
“factors” procured by branch managers work- 
ing from offices maintained outside the state 


are assignable to Pennsylvania. 


This rule was established in Commonwealth 
v. Frick Company decided by the Dauphin 
County Court on February 28, 1944, from 
which no appeal to the Pennsylvania Supreme 
Court was taken. 


The company having its principal office and 
manufacturing plant in Pennsylvania, main- 
tained branch offices in other states. The 
branch managers contacted prospects in their 
territories, and after interesting them in han- 
dling the product of the company, submitted 
a standard form of contract which, in turn, 
was transmitted to the home office for ap- 
proval and execution. Thereafter, the com- 
pany delivered certain goods on consignment 
to the dealer, who is referred to in the con- 
tract as a “factor.” When the factor made 
a sale, delivery was made from the consigned 
stock or from the plant in Pennsylvania. In 
cither event, the taxpayer sold the goods to 
the factor and the factor sold to the trade. 
The company looked to the factor for pay- 
ment and had no contact with the ultimate 
purchaser. A commission was paid to the 
branch manager on all sales in his territory. 
He was expected to promote sales, render 
engineering advice and inform the factor of 
prospects. 

The Court decided that there were no 
sales negotiated or effected by a sales man- 
iger. “The most he did was to procure a 
factor who would do these things. His duties 
were more in the nature of sales promotion.” 
It therefore followed that the sales were 
inade by the home office in Pennsylvania, 
with the result that the proceeds therefrom 
were assignable to this state. 


This decision would seem to react unfavor- 
ably to local manufacturers. On the other 
hand, taxpayers with their principal office 
and manufacturing plants outside the state, 
may obtain an out-of-state allocation for sales 
to local factors even if they maintain branch 
cfhces in Pennsylvania. Specifically, this 
ruling would benefit manufacturers with 
their principal sales office outside of Penn- 
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sylvania if they sold through “factors” within 
the state, even though they maintained a 
branch sales office in Pennsylvania. 

3. Gross receipts from sales negotiated by 
salesmen working from Pennsylvania offices 
but consummated by approval from the out-of- 
state home office, are assignable to Pennsyl- 
vanid, 


This question was one of a number raised 
in Commonwealth v. Quaker Oats Company, 
decided by the Pennsylvania Supreme Court 
on June 30, 1944. An application for a re- 
hearing being denied, the Supreme Court of 
the United States has been requested to grant 
a writ of certiorari. 


In this case, it was contended that all sales 
negotiated by salesmen working from the 
Pennsylvania offices, which were consum- 
mated by the approval of the out-of-state 
home office, should be assigned outside of 
the state. In ruling against this contention, 
the Court discussed at length the following 
statutory provision: “The amount of the 
taxpayer’s gross receipts from business 
assignable to this Commonwealth shall be 
the amount of its gross receipts for the 
taxable vear from, (1) sales, except those 
negotiated or effected in behalf of the taxpayer 
by agents or agencies chiefly situated at, con- 
nected with, or sent out from premises for the 
transaction of business owned or rented by the 
taxpayer outside the Commonwealth.” (Court’s 
italics.) 

The Court distinguished between the word 
“consummated” and the words “negotiated 
or effected.” The word “or” in the statute 
was held to be disjunctive and, therefore, the 
gross receipts under consideration were held 
to be assignable to Pennsylvania even though 
the orders, to become completed sales, re- 
quired home office approval outside of Penn- 
sylvania. The Court indicated that to 
attribute to the word “effected” the meaning 
urged by the taxpayer would controvert and 
frustrate the legislative purpose “because all 
gross receipts could be made assignable out- 
side of Pennsylvania by requiring approval 
of the sale at an office outside of Pennsylvania.” 


4. The proceeds from sales in interstate 
commerce can be included in gross receipts 
assignable to Pennsylvania. 


This issue was also raised in the Quaker 
Oats case. The Court pointed out that the 
tax is imposed upon the privilege of doing 
business though measured by capital stock, 
and that it is in no sense a tax on sales or on 
interstate transactions. “Sales enter into the 
determination of the tax only as an index of 
business activity in this State.” This should 
firally settle the question concerning the 


153 











Commonwealth’s right to include interstate 
transactions arising from shipments originat- 
ing within or without Pennsylvania, in the 
allocation factors for corporate net income 
and franchise tax purposes. It is a point that 
has been raised more frequently, perhaps, 
than any other one in connection with the 
allocation formula, and it now would appear 
that the Supreme Court’s determination of 
the question should be conclusive. 


Items not Included in 
Allocation Fraction 


5. The tangible property, wages and salaries, 
and gross receipts of subsidiary companies are 
not to be included in the allocation fractions 
of the parent company, even if the value of the 
subsidiary stocks is included in the valuation 
of the capital stock. 


The Pennsylvania Supreme Court, in 
Commonwealth v. Ford Motor Company, also 
decided on June 30, 1944, considered this 
novel proposition. This is but one of a num- 
ber of problems in the case. The argument 
for a re-hearing being denied, the United 
States Supreme Court has been requested to 
grant a writ of certiorari. 


In denying the taxpayer’s contention, the 
Court pointed out that the entity of the sub- 
sidiary corporations would be disregarded if 
their tangible property, wages and salaries, 
and gross receipts were added to those of 
the parent company. The lower Court found 
as a fact that the value of the stock of the 
subsidiary companies would appear as a part 
of the parent company’s working capital, and 
the Supreme Court took the position that 
these stocks should not be treated any dif- 
ferently from any other assets of the taxpayer. 


This ruling is in keeping with a line of tax 
cases in Pennsylvania refusing to pierce the 
corporate veil. Had the taxpayer’s conten- 
tion been allowed, the transactions of the 
subsidiaries, all of which were entirely out- 
side the state, would have substantially re- 
duced the company’s tax liability. 


6. Proceeds from matured, or called bonds, 
are gross receipts as sontemplated by the Act, 
but can only be included in the denominator of 
the allocation fraction. 


This point was one of several considered 
by the Dauphin County Court in Common- 
wealth v. Eaglis Corporation decided on July 
31, 1944. Exceptions have been filed and 
are awaiting disposition by the Court. 


Among other points, two questions were 
raised concerning the gross receipts alloca- 
tion fraction. In the assessment from which 
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the appeal was taken, the numerator and 
denominator of the gross receipts allocation 
fraction included proceeds from bonds which 
were matured, or called by the obligor, dur- 
ing the year. The Court, in considering the 
question, pointed to the statutory provision 
that the denominator consists of “the amount 
of the taxpayer’s gross receipts from all its 
business.” But, on the other hand, the nu- 
merator is comprised of only those gross 
receipts specifically enumerated in the Act. 
For this reason, the Court decided that the 
proceeds from the retired and matured bonds 
should be included in the denominator, be- 
cause they are “gross receipts,” but they 
could not be included in the numerator re- 
gardless of where received. In the 1935 Act, 
provision was made for the numerator to 
include only (1) sales, and (2) rentals and 
royalties. The Act, as amended in 1937, 
added (1) fees and commissions, and (2) in- 
terest and dividends. 


This rule, however, has significance beyond 
the treatment of proceeds from matured and 
retired bonds. By the same reasoning it 
could be concluded that receipts, such as 
from loans received or repaid, could be simi- 
larly treated, thus resulting in a more favor- 
able gross receipts allocation fraction. 


Security Sales 


7. Proceeds from the sale of securities are 
sales as contemplated by the Act, and are to 
be considered in the numerator and denominator 
of the gross receipts allocation fraction. 


Although this point was not specifically 
raised in Commonwealth v. Eaglis Corporation, 
the Court, in its statement of the tax calcu- 
lation, included the proceeds from the sale 
of securities in both the numerator and de- 
nominator of the gross receipts allocation 
fraction. According to the facts in the case, 
the company had no out-of-state office other 
than a statutory office in Delaware. All of 
its business was transacted in Pennsylvania, 
and therefore no part of its sales could be 
assignable outside the state. The only ques- 
tion that could have been raised concerning 
these receipts was whether or not they were 
sales as contemplated by the Act. Their 
treatment in the statement by the Court, 
leads to the conclusion that such proceeds 
are to be treated as sales. This rule also is 
of major significance. There has been con- 
siderable doubt whether the proceeds from 
the sale of securities are to be considered as 
sales in the gross receipts allocation frac- 
tion, and the treatment of such proceeds by 
the taxing officials has not been uniform. 
As a result of the treatment of these trans- 
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actions in the Eaglis case, the question would 
now seem to be a somewhat more settled 
issue. 

8. The compensation of construction super- 
intendents working on projects in other states 
is assignable to Pennsylvania if they are hired 
by, are under the control of, and are sent out 
from a Pennsylvania office. 

Commonwealth v. Rust Engineering Com- 
pany was decided by the Dauphin County 
Court on September 18, 1944, from which 
no appeal was taken. Three allocation rules 
were established by this case, two of which 
will be discussed later. The taxpayer, a 
Delaware corporation authorized to do busi- 
ness in Pennsylvania, had its principal office 
in Pittsburgh. In addition, it maintained 
other offices in three cities outside of the 
state. During the year in question, it was 
engaged in extensive construction projects 
in twenty-eight states and 
several foreign countries. 
The work was undertaken 
under contracts either 
calling for lump sum pay- 
ments, or cost plus an 
agreed amount. Labor 
and materials were usually 
obtained locally, and fre- 
quently a temporary field 
office, from which the work 
was supervised, was main- 
tained at the site of the 
construction. The super- 
intendents who supervised 
the projects were hired by, 
and reported to, the Pitts- 
burgh office. 


The Court ruled that 
since the superintendents 
were hired by, and reported 
to, the Pittsburgh office, and since that office 
could assign them to any project anywhere, 
they were chiefly connected with or sent out 
from the Pittsburgh office. Under these 
circumstances, it was held that the wages 
and salaries of the superintendents were 
assignable to Pennsylvania and not to the 
state in which the field offices were situated. 
It was indicated that had the superintend- 
ents been sent out from any out-of-state 
offices of the company other than the: tem- 
porary field offices, their compensation would 
have been assignable outside of Pennsylvania. 
From this decision it would appear that dis- 
cretion in choosing the office from which 
employees are hired and controlled would 
have an important part to play in the allo- 
cation of wages and salaries. 


9. Proceeds from “lump sum” construction 
contracts are not sales or gross receipts that 


Pennsylvania 1944 Tax Rules 


Pennsylvania has a gross debt of 
$189,867,000, according to recent 
statistics of the Department of 
Commerce, of which $49,922,000 
is serviced solely from pledged 
specific taxes or funds. Taxes 
imposed by law are as follows: 
alcoholic beverage, banks—finan- 
cial companies, capital stock, ciga- 
rette, corporate loans, corporation 
organization and licenses, estate, 
franchise, gasoline, income, in- 
heritance, insurance companies, 
legal documents, motor vehicle, 
poll tax, property tax, public utili- 
ties, and a stock transfer tax. 


should be considered in the numerator of the 
gross receipts allocation fraction, but are in- 
cludible in the denominator. 


This rule also was established in Common- 
wealth v. Rust Engineering Company. The 
Court, in considering the taxpayer’s con- 
tracts for the purpose of the gross receipts 
allocation fraction, divided them into those 
providing for “lump sum payments” and 
those on a “cost plus” basis, and treated the 
proceeds from each class separately. First, 
the Court decided that a construction con- 
tract is different from a sale, the latter being 
a transfer of property for a consideration. 
A construction contract was held to be some- 
thing different, because it involves the “de- 
signing, supervision, purchase of materials, 
employment of labor and the creation of a 
new thing, be it a plant, a foundation, or a 
chimney. It has been specifically held that 
a construction contract and 
a sales contract are not the 
same.” As in the Eaglis 
case, the Court decided 
that the proceeds are gross 
receipts which are to be 
included in the denomina- 
tor, but are not includible 
in the numerator regardless 
of whether the contract 
was effected or negotiated 
by representatives from 
Pennsylvania, or out-of- 
state offices. 


The same issue ap- 
peared in Commonwealth 
v. Hughes-Foulkrod Com- 
pany, decided by the 
Dauphin County Court on 
October 9, 1944. The 
Court also held that con- 
struction contracts are not sales contracts 
and cannot be used legally in the numerator 
of the gross receipts allocation fraction. The 
proceeds from construction contracts out- 
side of Pennsylvania were removed from 
the numerator, but the proceeds from con- 
tracts performed within the Commonwealth 
were permitted to remain. This would imply 
that the test is the location of the construc- 
tion. No such distinction was made in the 
Rust Engineering Company case. 


10. Proceeds from construction contracts on 
a “cost plus” basis are not to be considered in 
the numerator of the gross receipts allocation 
fraction unless the taxpayer can show that all, 
or a portion of the proceeds, are either fees or 
commissions as contemplated by the Act. 


This rule also was established in the Rust 
Engineering case. In discussing the proceeds 
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from the “cost plus” contracts, the Court 
stated that “The Commonwealth has the 
burden of proof to show that these receipts 
are taxable. It was its duty to produce 
evidence to that effect. This burden has 
not been met and the Court is without any 
means of determining the matter.” The 
Court further discussed the possibility of 
the “plus” part of the contract being fees 
or commissions, but since the Commonwealth 
did not enter the nature of the contract into 
the record of the case, the Court concluded 
that no part of the proceeds of these con- 
tracts was includible in the numerator of the 
fraction. 


Commonwealth v. Pittsburgh-Erie 
Saw Corporation 


11. Proceeds from contracts with butchers 
for furnishing saw frames and blades, grinding 
blades and knives, and the replacement of the 
blades and knives when they become dull con- 
stituted rents as contemplated by the Act. The 


allocation ts on the basis of the location of the 
butcher. 


This proposition was advanced in Com- 
monwealth v. Pittsburgh-Erie Saw Corpora- 
tion, decided by the Dauphin County Court 
on March 13, 1944. No exceptions were filed. 


In this case, the Court was called upon to 
distinguish between gross receipts arising 
from rents and those arising from sales, fees 
and commissions. The Pittsburgh-Erie Saw 
Corporation maintained offices in Pennsylva- 
nia and in three other states. It was engaged 
in the business of furnishing saw frames and 
blades, grinding blades and knives to butch- 
ers. The contract with a butcher specified 
the equipment to be furnished, the length of 
time is was to be used and the compensation 
to be paid. While the contract was in force, 
the taxpayer was required to replace with 


sharp blades or knives those which became 
dull. 


There were three methods of placing the 
equipment with butchers: (1) by mail; (2) 
through butcher supply firms; and (3) 
through its own representatives. The Com- 
monwealth, in* settling the 1937 franchise 
tax of the company, assigned the gross re- 
ceipts arising from all contracts to Pennsyl- 


pee 


The state of Kentucky will use windshield stickers in lieu of new 
license plates on automobiles in 1945. 
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vania on the grounds that there were no sales, 
fees or commissions “negotiated or effected 
in behalf of the taxpayer by agents or agen- 
cies chiefly situated at, connected with, or 
sent out from premises for the transaction of 
business owned or rented by the taxpayer 
outside the Commonwealth.” The company, 
on the other hand, took the position that the 
gross receipts constituted rentals for the 
equipment. If the gross receipts were rent- 
als, the location of the office through which 
the contracts were negotiated or concluded 
would be immaterial. The receipts would 
be allocated on the basis of the location of 
the leased property. 


The Court considered at length the dis- 
tinction between rentals and sales, and fees 
and commissions, and decided that regard- 
less of the terminology employed by the 
taxpayer in describing the transaction in its 
circulars and documents, the fact remained 
that the customer always had in his posses- 
sion the property of the defendant and there- 
fore the gross receipts were in the nature of 
rents. Accordingly, the gross receipts from 
this source were allocated on the basis of 
the location of the butcher with whom the 
contract was made. 


Author's Note: 


A word of caution should be appended to 
the above discussion. The judges, in decid- 
ing the various cases, were not necessarily 
conscious of establishing rules, but were 
rather limiting themselves to deciding the 
cases then before them. Certain decisions 
do not lend themselves to generalization, and 
the holdings must therefore be examined 
carefully and interpreted on the basis of the 
facts and circumstances of each case. Cer- 
tainly it appears that a number of the rules 
or conclusions apply only to particular types 
of business, and, consequently, an attempt 
has been made to set forth the essential facts 
in those cases where the rules have such 
limitations. It is hoped, however, that the 
above discussion will be of aid to the prac- 
titioner faced with a problem of the application 
of the allocation fractions of 
corporate taxes. 


Pennsylvania 


[The End] 
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Discusses how far states have indicated foreign corporations are to 
allocate gross receipts from interstate sales for franchise tax purposes. 


The Sales Factor in State Franchise Tax 
Allocation 


By EDWARD ROESKEN 


. ALES, or a comparable classification of 
J receipts, will be found to constitute 
either the sole factor in allocation, or one 
of two or more such factors, employed in the 
allocation of the franchise taxes imposed by 
22 of the 34 states which levy franchise taxes 
upon foreign corporations. 


The extent to which “sales,” or comparable 
items such as “gross receipts” or “business 
done,” related to these 22 taxing states, are 
required to be reported is, of course, a mat- 
ter of considerable interest to the taxpaying 
foreign corporation. The size of the tax pay- 
able will naturally vary according to the 
types of “sales” which are or are not in- 
cluded in the numerator of the allocation 
fraction. 

As only a limited number of these states 
have spoken on the subject, uncertainty ex- 
ists in many instances as to how far the tax- 
payer is to go in reporting interstate receipts. 
A notion found prevalent at times is that, 
merely because interstate commerce with re- 
spect to the taxing state is involved, the state 
may not require allocation of the receipts 
from such commerce to it when imposing a 
franchise tax. On this point, the Supreme 


Court of the United States remarked in 
1938 :* 


“Tf the commerce is carried on by a corpo- 
ration a franchise tax may be imposed, meas- 
ured by the net income from business done 
within the state, including such portion of 
the income derived from interstate commerce 
as may be justly attributable to business done 
within the state by a fair method of apportion- 
ment. Underwood Typewriter Co. v. Cham- 
berlain, 254 U. S. 113; cf. Bass, Ratcliff & 
Gretton, Ltd. v. State Tax Commission, 266 
U. S. Zi.” 


In twelve states, indication has been given, 
by statute, regulation, decision or ruling, of 
the distinguishing features of transactions 


1 Western Live Stock v. 
et al., 303 U. S. 250. 


2 CCH California Tax Service, { 5-803.075. 


Franchise Tax Sales Factor 


Bureau of Revenue 


related to the state which determine alloca- 
tion to it. The general trend is found to 
place emphasis either upon the transaction 
of business in the taxing state by agents there 
or from places of business there, and to re- 
quire sales arising from the transaction of 
such business to be assigned to the taxing 
state. These states are California, Connecti- 
cut, Illinois, Massachusetts, Minnesota, New 
York, North Carolina, Ohio, Oklahoma, 
Pennsylvania, Tennessee and Utah. 


States Employing the Massachusetts 
Formula 


Of these twelve states, seven have adopted 
the so-called “Massachusetts formula,” either 
wholly or partially in connection with the 
allocation of their franchise taxes. These 
seven states are California, Connecticut (in- 
come derived from the manufacture, sale or 
use of tangible personal or real property), 
Massachusetts, Minnesota, New York (busi- 
ness income), Pennsylvania and Utah. 


Under this “formula,” three factors are 
considered in allocation: (1) property, (2) 
payroll and (3) sales or gross receipts. The 
state total is, in each instance, compared with 
the respective total within and without the 
state. Ordinarily, the percentages so ob- 
tained are added together and divided by 
three, resulting in a single allocation per- 
centage, which is applied to the base of the 
tax. It is against the amount so secured that 
the tax rate is applied. It is, of course, only 
with the third factor of sales or gross re- 
ccipts that we are primarily concerned. 


The Franchise Tax Commissioner of Cal- 
ifornia has indicated, by letter, that, under 
the allocation formula, gross receipts from 
sales solicited in California by employees 
of a foreign corporation are to be treated as 
“California sales” regardless of the amount 
of merchandise delivered from stock kept in 
California.’ 


In Connecticut, where income derived from 
the manufacture, sale or use of tangible per- 
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sonal or real property is allocable under the 
“formula,” as indicated above, the statute 
provides that the gross receipts to be con- 
sidered are gross receipts from sales or 
other sources assignable to offices, agencies 
or places of business within the state, and 
also that “such receipts shall be assigned to 
that office, agency, or place of business at or 
from which the transactions giving rise 
thereto are chiefly negotiated and executed.” * 


The Massachusetts statute provides that 
the amount of the corporation’s gross re- 
ceipts from business assignable to the com- 
monwealth shall be the amount of its gross 
receipts for the taxable year from “sales, 
except those negotiated or effected in behalf 
of the corporation by agents or agencies 
chiefly situated at, connected with or sent 
out from premises for the transaction of 
business owned or rented by the corporation 
outside the commonwealth and sales other- 
wise determined by the commissioner to be 
attributable to the business conducted on 
such premises.” * 


The Minnesota income tax, imposed upon 
a foreign corporation for the grant to it of 
the privilege of transacting or for the actual 
transaction by it of any local business, also 
employs the three factors in allocation. The 
factor relating to sales requires apportion- 
ment to Minnesota of “the percentage which 
the sales made within this state and through, 
from or by offices, agencies or branches or 
stores within this state is of the total sales 
wherever made.”* The pertinent regulation 
provides that “sales are considered to be 
made in Minnesota if made through, from 
or by offices, agencies, branches, or stores 
located within this state, regardless of the 
location of the purchaser or the destination 
of the goods sold. The fact that the goods 
are shipped direct from a manufacturer out- 
side the state of Minnesota to a customer 
outside the state, when such sale was made 
in Minnesota by a Minnesota concern, does 
not remove the transaction from classifica- 
tion as Minnesota business.” ° 


In New York, the so-called “Massachu- 
setts formula” involving property, payroll 
and receipts has been made applicable by 
1944 legislation to the business income por- 





31939 Suppl., Sec. 356e. 

* General Laws, Ch. 63, Sec. 38(6). 

5 Minnesota Stats., 1941, Sec. 290.19(1)(a). 

® CCH Minnesota Tax Service, {] 14-728. 

™Tax Law, Sec. 210(3), as re-enacted by L. 
1944, Ch. 415. 

§ Act of June 1, 1899, P. L. 420, Sec. 21(b)(3), 
as amended by Act of April 8, 1937, P. L. 239. 

®* Commonwealth of Pennsylvania v, Charles S. 
Walton Co., 53 Dauphin County Reports 279. 

1” R.S., Sec, 80-13-21. 
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tion of the base of the franchise tax. Allo- 
cation as to sales is made to the state of sales 
of tangible personal property located within 
the state at the time of the receipt of or ap- 
propriation to the orders and also of sales 
of any such property not located at the time 
of the receipt of or appropriation to the 
orders at any permanent or continuous place 
of business maintained by the taxpayer without 
the state, where the orders were received or 
accepted within the state.’ 


In Pennsylvania, the “gross receipts” fac- 
tor is but one of three factors employed 
under the “Massachusetts formula” in deter- 
mining allocation of the actual value of the 
corporation’s “whole capital stock.” The 
pertinent portion of the statute requires that 
there be assigned to Pennsylvania “sales, 
fees and commissions, except those negoti- 
ated or effected in behalf of the taxpayer by 
agents or agencies chiefly situated at, con- 
nected with, or sent out from premises for 
the transaction of business owned or rented 
by the taxpayer outside the Commonwealth.” 


On June 30, 1944, the Pennsylvania Su- 
preme Court, in Commonwealth v. Quaker 
Oats Company, 38 A. 2d 325, re-argument de- 
nied, September 25, 1944, affirming 52 Dauphin 
County Reports 406, interpreted this statu- 
tory provision as it applied to the unitary 
enterprise of a foreign corporation in that 
state selling and dealing in cereals and cereal 
products. The court indicated that there 
could be properly included in the Pennsyl- 
vania gross receipts factor of such a foreign 
corporation, having two offices in the state, 
the receipts from sales negotiated by Penn- 
sylvania salesmen, although the sales so ne- 
gotiated were approved out of the state. 


In connection with Pennsylvania, it may 
also be observed that the Court of Common 
Pleas of Dauphin County has held that in 
determining the allocation of the franchise 
tax, sales effected by an officer of a foreign 
corporation living in another state of goods 
from a plant in that state to purchasers out- 
side of Pennsylvania, could not be attributed 
to Pennsylvania.’ 


The Utah statute provides that gross re- 
ceipts assignable to the state are to include: 


“Sales, except those negotiated or effected 
in behalf of the corporation by agents or 
agencies chiefly situated at, connected with 
or sent out from premises for the transaction 
of business owned or rented by the corpora- 
tion outside this state, and sales otherwise 
determined by the tax commission to be at- 
tributable to the business conducted on such 
premises.” ” 


February, 1945 @© TAXES—The Tax Magazine 







































It is te 
chusetts 
identica 


The 1 
this por 
Corp. v. 
2d 463, 
of a for 
or pren 
the sta 
made t 
engage’ 
are all 
but sal 
the sta 
deemec 
within 
for wh 
by the 
“total | 
which 
the sal 
made 
held te 

The 
constr 
ally, { 
the P 
struec 
The l 
that “ 
and tl 
to be 
trans{ 
this r 
the fc 


“0 
gotia 
ratio! 
at, cc 
owne 
thes 
side. 
othe: 
sion 
duct 
by t 
tran: 














































































































































































Stat 
Bus 


Ir 
hor 
ina 
con 





























Allo- 
“Sales 
vithin 
yr ap- 
Sales 
: time 
> the 
place 
ithout 
ed or 


” fac- 
loyed 
leter- 
f the 
The 
; that 
sales, 
-ZOti- 
er by 
con- 
Ss for 
ented 
Ith.”* 


. Su- 
Waker 
it de- 
uphin 
tatu- 
itary 

that 
ereal 
there 
nsyl- 
reign 
state, 
’enn- 
> ne- 


may 
mon 
at in 
chise 
eign 
oods 
out- 
uted 


It is to be noted that the statutes of Massa- 
chusetts, Pennsylvania and Utah are almost 
identical. 


The Utah Supreme Court, in interpreting 
this portion of the law in California Packing 
Corp. v. State Tax Commission of Utah, 93 P. 
2d 463, held that the gross receipts of sales 
of a foreign corporation, handled from offices 
or premises in Utah to a purchaser without 
the state, for shipment out of the state, if 
made by an agent of the company chiefly 
engaged in out-of-state sales and business, 
are allocable to business outside the state, 
but sales otherwise made of goods within 
the state for shipment out of the state are 
deemed to be sales made and business done 
within the state and enter into the income 
for which the tax is computed. The action 
by the Tax Commission in including under 
“total gross receipts in Utah,” sales of goods 
which were stored in the state at the time of 
the sale, regardless of whether the sales were 


made to concerns in or out of the state, was . 


held to be error. 


The Utah court may thus be regarded as 
construing the quoted statute more liber- 
ally, from the taxpayer’s standpoint, than 
the Pennsylvania Supreme Court has con- 
strued the comparable law in the latter state. 
The Utah court remarked of the law quoted 
that “words could not well be more jumbled, 
and the section requires some transpositions 
to be fairly intelligible.” In effecting the 
transpositions it regarded as required to achieve 
this result, the court quoted the statute with 
the following interpolations: 


“Sales (within the state) except those ne- 
gotiated or effected in behalf of the corpo- 
ration by agents or agencies chiefly situated 
at, connected with or sent out from premises 
owned or rented by the corporation (within 
the state) for the transaction of business out- 
side of this state, and sales (wherever made) 
otherwise determined by the Tax Commis- 
sion to be attributable to the business con- 
ducted on such premises (owned or rented 
by the corporation within this state for the 
transaction of business outside of this state).” 


States Employing Property and 


Business as Factors 


In Illinois, North Carolina, Ohio, Okla- 
homa and Tennessee, the two factors used 
in allocating the bases of the franchise taxes 
consist of the relation between property 


11 CCH Illinois Tax Service, { 345.02. 
2G. S., Sec. 105-122(3)(B)(b). 

13 CCH North Carolina Tax Service, 
14G. C., Sec. 5498. 


| 316.02. 


Franchise Tax Sales Factor 


within the state and property everywhere 
and between business within the state and 
business everywhere. 


The following rulings and decisions have 
been rendered with respect to the business 
factor: 


In Illinois, the Secretary of State has ruled 
that a foreign corporation which has a branch 
office in Illinois is required to allocate to the 
state transactions originating at such branch 
office regardless of the fact that the trans- 
actions may be completed in interstate com- 
merce or entirely without the state.” 


The official instructions contained in the 
Annual Report indicate that “the fact that 
the goods may be shipped out of the state is 
immaterial.” 


In Hump Hairpin Manufacturing Co. v. 
Emmerson, 258 U. S. 290, the Supreme Court 
of the United States upheld the imposition 
of the Illinois franchise tax on a foreign cor- 
poration as properly including within its 
scope allocation to Illinois of business in 
interstate commerce done with residents of 
states other than Illinois, where all of the 
corporation’s property and manufacturing 
operations were in Illinois and all contracts 
of sale were approved there. “At most,” con- 
cluded the court, “the assessment, so far as 
interstate commerce is concerned, is inci- 
dental, remote and unimportant and is there- 
fore constitutional.” A later case in which 
the same conclusion was reached in connec- 
tion with the same tax under similar circum- 
stances is Western Cartridge Co. v. Emmerson, 
281 U. S. 511. 


In North Carolina, where provision is made 
in connection with merchandising corpora- 
tions, for the allocation of “sales made through 
or by offices, agencies, or branches located 
in North Carolina” to total sales everywhere,” 
the Attorney General has ruled that if a for- 
eign corporation maintains only one office 
and that is in the state of North Carolina 
and all sales to purchasers in North Caro- 
lina and other states are made from that 
office, the ratio of sales would be 100%.” 


In Ohio, the value of the issued and out- 
standing shares of stock is the base subject 
to apportionment. This is divided into two 
equal parts and one part allocated according 
to the property owned or used within and 
without Ohio, exclusive of good will. The 
allocation of the other half is made accord- 
ing to business done within and without the 
state.* In this latter connection, an official 
rule contains provision that all sales of goods 
from warehouses in Ohio, wherever manu- 
factured, shall be considered as Ohio sales, 
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and, further, that in the case of manufactur- 
ing companies, all sales of goods manufac- 
tured in Ohio, wherever sold, are to be 
considered as Ohio sales, except sales of such 
products as are sold from warehouses out- 
side of that state.” 

In Oklahoma, the basis of the franchise 
tax is the capital used, invested or employed 
in the state and apportionment is made on 
the basis of property owned and business 
done within and without the state.” A reg- 
ulation provides that “any article, commod- 
ity or merchandise imported into or produced 
within Oklahoma, used, manufactured or 
compounded in Oklahoma, and natural re- 
sources mined or recovered in Oklahoma, 
when sold, regardless of destination, is to 


be considered as business done within Okla- 
homa.” 




























In Tennessee, where merchandising cor- 
porations employ as one of two factors in 
allocation, the ratio of sales made through 
or by offices, agencies or branches located in 
Tennessee to the total sales made every- 
where, the Attorney General has ruled that 
it is proper to include in the “sales by branches” 
factor all orders which are filled out of ware- 
houses in Tennessee.* Regulation 7 pro- 
vides: 

“The term ‘Sales made through or by 
Otiices, Agencies, or Branches located in 




































»% Rule No. 275; 
Aluminum Co. 
N. E. 2d 118. 

14% QO. S., Tit. 68, Sec. 638. 

”% Regulation 21. 

38 Opinion of Attorney General, February 10, 
1940, Tennessee State Tax Service, 315.10. 

2’ Tennessee CT, 3l6a, 


discussed with approval in 
of America v. Evatt et al., 45 












Mr. Roesken is a member of the New Jersey bar and in this article 


he treats with a knotty state tax problem which finds place in the 
series that has appeared in recent issues of this magazine. 
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Tennessee’ shall be taken to mean sales made 
through or by offices, agencies or branches 
located in Tennessee irrespective of where 
delivery is to be made or where the pur- 
chaser may reside. If no out of State Branch 


Offices, then all sales are made by Tennessee 
Offices.” * 


In the remaining states imposing franchise 
taxes, in which either “sales,” “gross re- 
ceipts,” “gross income” or “business” consti- 
tute the numerator of a factor in allocation,” 
there is little in statute, decision or regula- 
tion, other than in New Jersey and Texas, 
to guide the taxpayer corporation in deter- 
mining the extent to which assignment to 
the state is expected—particularly where in- 
terstate commerce is involved. Where this 
is true, it is not unusual for corporations, 
where practicable, to assign to the state in 
the numerator of the allocation fraction call- 
ing for gross receipts, or some similar item 
attributable to the state, only the receipts 
from intrastate transactions, i. e., transac- 
tions which begin and end in the state, such 
as, for instance, sales of goods within the 
state at the time of sale which are sold and 
delivered to customers within the state. 
There is authority, by decision, in New Je:- 
sey and Texas for such an approach.” 


[The End] 
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2? Connecticut (income derived from other than 
manufacture, sale or use of tangible personal 
or real property), Georgia, Kansas, Kentucky, 
Louisiana, Mississippi, Montana, New Jersey, 
New Mexico, Texas and Washington. 

2 Wright Aeronautical Corp. v. Martin, State 


Tax Commissioner, (N. J.) 19 A. 2d 338; Clark 


et al. v. Atlantic Pipe Line Co., (Tex.) 134 S. W. 
2d 322, writ refused by Texas Supreme Court, 
May 1, 1940. 
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Mr. Spindell is a member of the Illinois Bar 


Current Problems Regarding Pension 
and Profit-Sharing Trusts 


By ROBERT F. SPINDELL 


Digested from the Journal of Accountancy for December, 1944. 


F ALL the fields in which accountants 

and lawyers collaborate, none is more pro- 
lific of problems than that of pension and profit- 
sharing trusts. The present discussion is 
restricted to the qualification of plans under 
section 165 (a) of the Internal Revenue 
Code, and the consideration of related in- 
come-tax problems. 


Treasury regulations require that a pen- 
sion or profit-sharing plan, to qualify under 
the law, must be a “permanent as distinguished 
from a temporary program,” although “the 
employer may reserve the right to change 
or terminate the plan, and to discontinue 
contributions thereunder.” 


Abandonment of a plan within a few years 
after its adoption, for any cause other than 
“business necessity,” will be regarded as 
evidence that from its inception it was not 
a bona fide plan for the exclusive benefit of 
employees in general. 


Eligibility of Employees 


Four principal classifications are used, often 
in some combination, to determine the eligibil- 
ity of employees for participation in pension 
and profit-sharing plans: 


(A) Years of service is the most im- 
portant of these. If a plan covers 70% of 
all employees who have been in the com- 
pany’s service for five years or longer, it 
will automatically qualify as to eligibility. 
The excludable 30%, however, may be ex- 
cluded only under an automatic formula, 
and not at the employer’s discretion. The 
plan may not be discriminatory in its effect 
or operation. 


(B) Age limits generally play no part in 
profit-sharing trusts, but a sound pension 
plan generally sets a minimum limit of 25, 
30 or 35 years and a maximum of 60, 65 
or 70 years. The Treasury will permit a 
higher minimum age for women than for 
men, apparently on the assumption that a 
greater turnover by reason of marriage is 
likely among the younger women. 
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(C) Occupation or position, as a basis of 
eligibility, ordinarily requires satisfactory 
explanation by the employer, as in the case 
of a plan including only salaried employees 
and excluding hourly workers or factory 
employees. 


(D) Salary classification is effected where 
only those employees earning above a cer- 
tain annual sum are included. Common 
limits are $3,000, $2,000, or $1,000. 


Pension Formulas 


(A) The straight pension of 25% or 30% 
of basic compensation is popular, especially 
in the smaller cases, because it is readily 
understood. Another type of straight pen- 
sion formula provides 40% to 50% of basic 
compensation, less the primary Social Se- 
curity benefit. This does not involve inte- 
gration with Social Security, for all employees 
in the classification are eligible, irrespective 
of compensation. 


(B) Group-annuity men and actuaries set- 
ting up self-administered plans -generally use 
a formula of 1%, 14%, or 2% of compen- 
sation for each year of future service, plus 
114, 4% or 1% for each year of past service. 


(C) Money-purchase plans provide for the 
employer’s contribution of a certain per- 
centage of salary, which is used to buy as 
much pension as the funds permit. 


(D) Integration with Social Security is re- 
quired for “salary-classification” plans, which 
include only employees earning over a fixed 
amount, such as $3,000 or $2,000 a year. 
The Treasury interprets this to mean that 
total benefits under the plan and the Social 
Security Act shall not be proportionately 
greater for employees earning over $3,000 
than the benefits under Social Security alone 
for those earning less. 


(E) Discrimination in contributions or bene- 
fits which favors stockholders, officers, su- 
pervisory employees, or highly compensated 
employees under any type of pension plan 
may be corrected by placing a ceiling on the 











pension, limiting it, for example, to $200, 
$300 or $500 a month. 


(F) Pension increases with increased com- 
pensation provide another formula problem. 
The Treasury requires such increases under 
some automatic formula, and not at the dis- 
cretion of the trustees. 


Employers’ Contributions 


There is no limit other than reasonable- 
ness on the amount of contributions to an 
actuarially sound pension trust; contributions 
to profit-sharing trusts may not exceed 15% 
of the total compensation otherwise paid to 
all the participants in the trust; and the 
aggregate contributions to pension and profit- 
sharing plans may not exceed 25% of the 
total compensation of all the participants, 
with the 15% limitations as to profit-sharing 
trusts still applying. 


A blanket contribution of 5% of payroll 
is permitted, a satisfactory arrangement for 
larger companies which can contribute 2% 
or 3% in some years and 5% in other years 
to the trust. 


For group annuities and self-administered 
plans, there is allowed annual deduction for 
the “normal cost” of the current year’s 
liability under the pension plan, plus 10% 
or less of the past-service or other supple- 
mental pension credits provided in the plan. 


Contrary to the general rule that business 
expenses are not deductible for income-tax 
purposes if they are conditionally incurred, 
the commissioner has taken a realistic view 
of the exigency of the situation confronting 
an employer who is awaiting approval of a 
pension plan under section 165 (a), and will 
permit deduction of contributions which 
have been made to the trust with a provi- 
sion that they are to be returned to the em- 
ployer if the plan is not approved. 


Some Special Provisions for 
Profit-Sharing Trusts 


There are five special problems that arise 
only in profit-sharing trusts: 


(A) The first is to determine whether the 
funds should be held in a common trust 
fund or in separate trust accounts. (B) 
Funds may be invested in any kind of prop- 
erty, provided that if invested in securities 
of the employer, the facts are fully dis- 
closed, and it must be demonstrated that the 
arrangement is not for the benefit of the 
company and does not make the plan other 
than for the exclusive benefit of the em- 
ployees. 


(C) The law expressly provides for “stock- 
bonus trusts.” (D) Whether profit-sharing 
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trusts must be integrated with Social Se- 
curity has not yet been clearly settled, ror 
have the means of doing so been defined, 
(E) The Treasury has recently ruled that 
there must be a fixed formula for determin- 
ing the amount of contributions to profit- 
sharing trusts and also a fixed formula for 
allocating the contributions. 


In case of the resignation or dismissal of 
a participant, most pension and profit-shar- 
ing plans must provide for the vesting of 
all or a part of his interest in the trust. The 
vesting may be based on years of partici- 
pation in the trust, or years of service with 
the company, although in the latter case, the 
Treasury conferees look very carefully to 
determine that such a provision does not 
discriminate in favor of the forenamed classes. 


The percentage of vesting that will be re- 
quired by the Treasury will vary in every 
case. 


In determining the years of service upon 
which eligibility is based, it would seem that 
time spent in the armed service and a period 
of, say, six months thereafter should cer- 
tainly be included. Where an employee has 
entered the services after becoming a pen- 
sion-trust participant, the contract may be 
continued during his absence, or it may be 
dropped. 


Where forfeitures are based on years under 
the trust or years of service with the com- 
pany, the question arises whether the par- 
ticipant is to be regarded as on leave of 
absence until he returns, and the further 
question whether time spent in the armed 
forces is to be disregarded if the participant 
does not return to the company. Decisions 
on this point will vary, of course, according 
to the views of company officials. 


Under a profit-sharing trust, employees in 
the armed forces should always be treated 
as though on leave of absence. If no com- 
pensation is paid to the employee, and allo- 
cation is based on compensation, then nothing 
happens until his return. 


Current procedure is to submit the trust, 
together with schedules, other data, and a 
letter of opinion as required by section 
22 (p) (2) of the Regulations, to the Com- 
missioner of Internal Revenue in Washing- 
ton. After setting up the necessary records 
there, he will forward the trust and accom- 
panying data to the local field men for 
examination. 


On October 2, 1944, the commissioner 
issued a ruling that written approvals will 
cover the year in which granted; that cur- 
rent rulings since granting the approval 
will not be retroactively applied; but that 
rulings issued after the approval will be ap- 
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plied to future years. This means, of course, 
that the employer must watch the rulings 
currently, and keep his trust up to date. 


Prospects for Employees’ Trusts 


In the field of employees’ trusts, the im- 
mediate future promises a continuation of 
the experiences of the last two years. More 
and more corporations are coming to recog- 
nize the tangible advantages of adopting a 
pension or profit-sharing plan for employees. 


Aside from the immediate tangible bene- 
fits realized by employers, there are two 
very important long-range advantages of 


general character. The first is the broad im- 
provement in employer-employee relations, 
and thus in the relationship between capital 
and labor, since these plans mean that they 
both share in the same profits. 


The other long-range advantage arises 
from the fact that, since benefits under the 
Social Security Act are inadequate, pressure 
will be brought to induce the government 
to increase these benefits unless private 
business does the job itself. In other words, 
widespread development of employees’ plans 
will be an important step in retarding the 
growth of paternalism in government. 


[The End] 


Creditors’ Reorganizations and the 
Federal Income Tax 


By NORRIS DARRELL, Member of the New York Bar 


Digested from the Harvard Law Review of September, 1944. 


NE of the most common and best known 

types of readjustments of corporate inter- 
ests is the “creditors’ reorganizations.” Re- 
adjustments of this character ordinarily 
entail the transfer in bankruptcy or receiver- 
ship proceedings of the assets of a dis- 
tressed or insolvent corporation to a new 
corporation and the cutting down and re- 
shuffling of the various interests in the 
enterprise, resulting usually in the taking 
over of equity control by the creditors and 
often in cutting off the former stockhold- 
ers’ interest entirely. 


Congress in amending the Internal Reve- 
f nue Code gave little thought to insolvency 
situations. Inevitably, however, the time 
came when Congress was convinced that 
something should be done. 


It undertook in the Revenue Act of 1943 
to determine and cover specifically the tax 
treatment which should be accorded to 
bankruptcy reorganizations generally. With 
interest thus kindled, it may be appropriate 
to consider the complex and confusing state 
of the law on taxation and creditors’ re- 
organizations prior to the Revenue Act of 
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1943 and the nature of the provisions in- 
corporated in that Act. 


The Law Prior to the Enactment 
of the Revenue Act of 1943 


The failure of Congress in the earlier 
statutes clearly to formulate a policy and 
cover creditors’ reorganizations one way 
or another inevitably led to much litigation, 
especially after the “continuity of interest” 
rule was read into the statute. 


Except for the special provisions enacted 
in 1942 with respect to railroad reorganiza- 
tions, the general provisions of Section 112 
(b) were the only ones in the Code under 
which transfers and exchanges made in con- 
nection with a creditors’ reorganization 
could be taken out of the general rule that 
upon the sale or exchange of property the 
entire amount of the gain or loss shall be 
recognized. Except for Section 112 (b) (5), 
the applicability of the nonrecognition pro- 
visions (Sections 112 (b) (3); 113 (a) (6); 
112 (b) (4); 113 (a) (7); 112 (c); 112 (d); 
and 112 (e)) is dependent upon whether 
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the transfer or exchange is pursuant to a 
transaction that technically qualifies as a 
reorganization. 


The Code gives six definitions of reor- 
ganization: (1) a statutory merger or con- 
solidation, (2) the acquisition by one 
corporation, in exchange solely for voting 
stock, of eighty per cent of the voting stock 
and eighty per cent of all other classes of 
stock of another corporation, (3) the ac- 
quisition by one corporation, in exchange 
solely for voting stock, of substantially all 
the properties of another corporation, the 
assumption of liabilities being generally dis- 
regarded for this purpose, (4) a transfer by 
one corporation of all or part of its assets 
to another corporation if immediately after 
the transfer the transferor or its share- 
holders or both are in control of the trans- 
feree, (5) a recapitalization, (6) a mere 
change in identity, form, or place of organi- 
zation, however effected. 


Prior to 1934, the statute did not include 
the first three definitions set out above, but 
in lieu thereof it contained a definition read- 
ing: “a merger or consolidation (including 
the acquisition by one corporation of at least 
a majority of the voting stock and at least 
a majority of the total number of shares of 
all other classes of stock of another corpo- 
ration, or substantially all the properties of 
another corporation).” 


The courts, when confronted with trans- 
actions that looked more like sales than 
reorganizations from a common-sense view- 
point, overlooked or disregarded this bit 
of statutory mechanism and adopted the 
view that the parenthetical clause was in- 
tended to include only transactions that en- 
tailed a continuity of interest and resembled 
a “merger or consolidation” since it imme- 
diately followed that phrase. 


The essence of the “continuity of inter- 
est” rule may be stated thus: In order fora 
transaction to qualify as a reorganization 
under the parenthetical clause of the statu- 
tory definition prior to 1934, the transferor 
or its proprietors must have retained a 
substantial proprietary stake in the enter- 
prise represented by either preferred or 
common stock of the transferee corpora- 
tion or both to the extent of a material part 
of the value of the property transferred. 
This proprietary stake is absent where in- 
sufficient stock is received, though there be 
a continuing interest represented by long- 
term bonds. 


However, Congress amended the reor- 
ganization definition in 1934 to give it the 
form it has today. 


The tax problems arising out of the can- 
cellation or reduction of indebtedness must 
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The Creditors’ Reorganization — 
Decisions In nc 
ary 2, 
The Supreme Court on February 2, § tions 1 
1942, rendered four decisions involving § 112 (b 
creditors’ reorganizations effected through § provis 
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v. Alabama Asphaltic Limestone Co., 315 § tation 
U. S. 179 (1942); Palm Springs Holding & apple 
Corp. v. Comm’r, 315 U. S. 185 (1942) ; Marl- 9 316 y 
borough Investment Co. v. Comm’r, 315 U. S. 
189 (1942); Helvering v. Southwest Con- The 
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poration; the debtor’s stockholders were under 
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to the new corporation under Section 113 § ‘oth 
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eliminate the requirement of a continuing § hold 
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or anv of them. In general, the reorgani- 
zations were handled in the typical fashion 
of creditors’ reorganizations. 


The Supreme Court laid down two broad 
propositions. First, the judge-made con- 
tinuity of interest rule is satisfied notwith- 
standing the elimination of the debtor’s 
stockholders since the creditors of an in- 
solvent corporation step into the shoes of 
the stockholders and become equity own- 
ers, not by virtue of the receipt of stock in 
the reorganized company in place of their 
bonds, but for practical purposes—because 
of their right under the full priority rule 
to exclude the stockholders entirely and of 
their resulting command over the situation 
—not later than the time steps are taken 
to enforce their rights. 


Second, though there is a resulting shift 
in equity ownership, it would be going too 
far to say that the bondholders of an in- 
solvent corporation are its “stockholders” 
within the meaning of the “control” defini- 
tion in the statute, even though the old 
stockholders’ equity had long since been 
economically wiped out. 


In the cases cited above, the bondhold- 
ers aS a group took the initiative and 
brought about a reorganization in their own 
interests. Of course, all the creditors of 
the same class must be given a correspond- 
ing opportunity to continue with the re- 
organized enterprise if the transaction is not 
to take on the color of a purchase and sale; 
but given the opportunity, it seems clear 
that, provided the other requirements are 
met, they all need not participate in the re- 
organization. 


In none of the reorganization cases of Febru- 
ary 2, 1942, did the Supreme Court apply Sec- 
tions 112 (b) (5) and 113 (a) (8). But Section 
112 (b) (5), which, unlike the reorganization 
provisions, has, strangely enough, been ex- 
panded rather than contracted by interpre- 
tation or amendment over the years, was 
applied in Helvering v. Cement Investors, Inc., 


§ 316 U.S. 527 (1942). 


The question in this case differed from 
the other cases since it involved gain or loss 
to the bondholders and not the corporate 
transferee’s property basis. The case arose 
under the 1936 Act. The Supreme Court 
held that the transaction involved herein, 
though not a reorganization under Section 
112 (g) (1) (C) because the assets were not 
acquired in exchange “solely” for voting 
stock, was a tax-free transaction under Sec- 
tion 112 (b) (5), involving no gain or loss 
to the bondholders. 


If the debtor is insolvent and the stock- 
holders in bankruptcy or receivership pro- 
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ceedings are nevertheless given a substantial 
participation in the reorganization despite 
the creditors’ right to full priority, Section 
112 (b) (5) may be inapplicable because the 
creditors having the complete economic in- 
terest before the transfer possess a substan- 
tially lesser interest, if not less than control, 
afterward. Thus, creditors’ generosity in 
permitting stockholders to keep part of what 
in substance but not in form they had lost 
may have important tax consequences. 


The Code provides that if property is ac- 
quired by a corporation “in connection with 
a transaction described in Section 112 (b) 
(5)”, the basis of the property to the trans- 
feree shall be the same as it would be in the 
hands of the transferor, adjusted for gain 
or loss recognized to the transferor on the 
transfer. It follows, therefore, that subject 
to such adjustment the new corporation 
would take over the transferor’s property 
basis. But that’s only the start. Who is 
the “transferor” and what was the trans- 
feror’s basis? 


There would appear to be three possibili- 
ties in a case such as Helvering v. Cement 
Investors, Inc., 316 U. S. 527 (1942). The 
transferor’s basis may be the aggregate 
basis to the transferring bondholders of 
their bonds, the fair market value of the 
transferred corporate property at the time 
the bondholders acquired their proprietary 
interest in it, or the basis of such property 
to the debtor corporation. 


The first two alternatives stem from the 
logical view that if the bondholders as the 
generating force are the real transferors 
under Section 112 (b) (5), they must also 
be the transferors under the basis provisions. 
In this view, the technical conveyance by 
the debtor and the trustees is regarded 
simply as the immaterial act of a nominal 
title holder, and the bondholders’ basis 
would go forward. That basis would be the 
historical basis of the bonds to the bond- 
holders—information ordinarily difficult if 
not impossible to obtain where the bonds 
are widely held—if they possessed that basis 
at the time of reorganization. But if the 
bondholders acquired their proprietary in- 
terest at a new basis equal to the fair 
market value of the property at the time 
they changed from true creditors to pro- 
prietors (due to realization of gain or loss 
at that time or otherwise), such new basis 
would be the basis passing to the new com- 
pany. Though it has been intimated that 
the latter may be the proper view, it is dif- 
ficult to square with the reorganization 
cases. 


The third possibility—that the debtor’s 
property basis goes forward—finds strong 
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support in substantive nontechnical consid- 
erations. Taking the Cement Investors, Inc. 
case in conjunction with the reorganization 
cases, it would not be surprising to find 
the Supreme Court choosing this alterna- 
tive, notwithstanding the logical difficulties 
inherent in it. 


Solvent Debtor—Statutory 
Reorganization 


Frequently a troubled debtor is not insol- 
vent and the stockholders possess a real 
equity. As applied to the reorganization of 
these companies, the rationale of the recent 
Supreme Court decisions has some very per- 
plexing aspects. 


Bondholders of a distressed debtor whose 
properties are worth, say, ten per cent in 
excess of its debts would surely seem to 
have no less of a realistic command of the 
situation and no less of a proprietary interest 
than if the properties were worth ten per 
cent less than the debts. A ten per cent 
stockholder participation has thus been ap- 
proved by the Tax Court as involving “a 
distinction without a difference.” But to 
what extent the stockholders may have an 
equity and participate, and the creditors 
still be deemed to have sufficient command 
to justify their being treated as proprietors 
to satisfy the continuity of interest rule is 
as yet unknown. 


Perhaps if the issue is presented, the 
Supreme Court will modify the emphasis 
placed upon the presence of effective com- 
mand in the bondholders by virtue of in- 
solvency and their exercise of full priority 
rights, and will consider the participating 
bondholders and stockholders together for 
purposes of the continuity of interest rule 
and the fifty per cent retained interest or 
control formerly required under Section 113 


(a) (7). 


Solvent Debtor—Nonreorganization 


Transfer under Section 112 (b) (5) 


In the case of a clearly solvent debtor, an 
actual transfer of bonds and stock by both 
creditors and stockholders to a new company in 
exchange for the latter’s stock and securities 
would surely be within Section 112 (b) (5), 
if the other requirements of the section 
were met. 


But it is most doubtful whether accom- 
plishment of the identical result without any 
technical dealing directly between the secur- 
ity holders and the new company will be 
treated similarly. The Circuit Court of Ap- 
peals for the Second Circuit apparently has 
ruled that the situations will not be treated 
alike. See Comm’r v. Sisto Financial Corp., 
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139 F. (2d) 253 (CCA-2; 1943). Already a 
tendency is noticeable to limit the applica. 
bility of the Cement Investors case even in 
insolvency cases. The effective contrd 
possessed by bondholders of an insolvent 
corporation subject to the jurisdiction of the 
courts, intent upon enforcing their full rights 
is hardly any greater than that possessed by 
bondholders and stockholders together of a 
corporation simply distressed, or by stock. 


holders alone of a corporation free from 
debt. 
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ing when considered in the case of a solvent § jiminate 
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and stockholders to the new company under 
Section 112 (b) (5), it would be easy to say, 
as heretofore usually assumed, that their 
basis goes forward under Section 113 (a) 
(8) and that the new company acquires the 
debtor’s assets in a subsequent transaction 
which may or may not be tax-free or in- 
volve a carry-forward of basis. Yet there 
is no reason why this should necessarily 
be so. 


The Need for Legislation 
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It is evident that many clouds still hovered P ype 
over creditors’ reorganizations when Con- I Code. 
gress faced the problem in 1943. The courts J > Joss 
could not, or at least did not, succeed in J corpor 
doing a legislature’s job properly. A QJ ration 
doctrine, born of lack of understanding of § dosure 
the technical mechanics of an elaborate and procee 
unrealistic catch-all reorganization defini- fof the 
tion and the accompanying nonrecognition §f ration 
provisions, and bred as a guide for deter- Bate a 
mining what purely voluntary transactions J the co 
should fall outside the former parenthetical J solely 
clause as sales, grew, through judicial feed- corpor 
ing and notwithstanding the legislative cov- § reorga 
erage of the same matter by the former f(g) js 
fifty per cent interest or control require- J gions | 
ment of the corresponding property basis § ceipt 
provision, into a veritable monster threaten- § indebt 
ing the status of the one real and inescap- § broug 
able kind of corporate readjustment that is 9, tra 
most commonly thought of as a reorganiza- § statut, 
tion. ment 

By the time the courts came to make § consic 
valiant efforts to draw this type of transac- @ forth 
tion within the protected family stockade, Ca 
the monster under ruthless legislative in- 9 113 ( 
jection had become almost too strong. in th 

In 1942, Congress came to the rescue § shall 








of railroads, and, cutting through the 
morass of confusion with a number of clear- 
cut, remedial provisions (Sections 112 (b) 
(9), 113 (a) (20) and (21), added by Sec- 
tion 142 of the Revenue Act of 1942), it 
provided that if after 1939 property of a 
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proceeding to a railroad corporation or- 
ganized or made use of to effectuate a plan 
of reorganization approved by the court, 
then, regardless of whether the reorganiza- 
tion qualifies as such under the statutory 
definition, no loss shall be recognized and 
the acquiring corporation shall take the 
property at the same basis it would have 
in the hands of the old corporation. 


To cap it off, the problems in connection 
with cancellation of indebtedness were 
diminated, but only for the five-year period 
1940 to 1945. The lesser problems of rec- 
ognition of gain to the debtor corporation, 
and of gain or loss to the security holders, 
were left to the general provisions of the 
Act. At the same time a similar basis 
provision (but not the nonrecognition of 
loss provision) was enacted, applicable after 
1939 to post-1934 reorganizations of street, 
suburban and interurban electric railway 
corporations under Section 77B; and Sec- 
tion 270 of Chapter X of the Bankruptcy 
Act was expressly made inapplicable. 


The Revenue Act of 1943 


Section 121 (a) of the Revenue Act of 
1943 added Section 112 (b) (10) to the 
Code. That section provides that no gain 
or loss shall be recognized if property of a 
corporation, other than a railroad corpo- 
ration, is transferred in a receivership, fore- 
closure or similar proceeding, or in a 
proceeding under Section 77B of Chapter X 
of the Bankruptcy Act, to another corpo- 
ration organized or made use of to effectu- 
ate a plan of reorganization approved by 
the court in such proceeding, in exchange 
solely for stock or securities in such other 
corporation. The statutory definition of 
reorganization as contained in Section 112 
(g) is made inapplicable, while the provi- 
sions of Section 112 with respect to the re- 
ceipt of “boot” and the assumption of 
indebtedness by the debtor corporation are 
brought into play. Thus, neither failure of 
a transaction to qualify under technical 
statutory “reorganization” language nor pay- 
ment by the transferee corporation of a 
consideration including “boot” will hence- 
forth be fatal. 


Correspondingly, it is provided in Section 
113 (a) (22) that the basis of the property 
in the hands of the acquiring corporation 
shall be the same for income and excess 
profits tax purposes as it would be in the 
hands of the corporation whose property 
Was acquired, adjusted for any gain rec- 
ognized to the latter corporation. The ac- 
companying discharge of indebtedness 
problems is largely eliminated by provid- 
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ing that the acquiring corporation shall take 
over the tax basis of the debtor corpora- 
tion notwithstanding the provisions of Sec- 
tion 270 of the Bankruptcy Act, and without 
adjustment under Section 113 (b) (3) by 
reason of a discharge of indebtedness pur- 
suant to the plan of reorganization under 
which the transfer is made. However, since 
the new provisions do not apply to recapi- 
talizations, the bugaboo of a basis reduction 
upon cancellation or reduction of indebted- 
ness in bankruptcy reorganizations effected 
by recapitalization still remains. 


The tax treatment of exchanges by bond- 
holders and stockholders is specifically cov- 
ered by Section 112 (1), and is not left open 
as an invitation to litigation as in the case 
of railroads. For the future, no gain or 
loss will be recognized upon an exchange 
consisting of the relinquishment or extinguish- 
ment of stock or securities in the reorganized 
corporation in consideration for the acquisi- 
tion solely of stock or securities in a cor- 
poration organized or made use of to 
effectuate such plan or reorganization. If 
“boot” is received in addition to stock or 
securities, any realized gain will not be 
fully recognized but will be recognized only 
to the extent of the “boot” and no loss will 
be recognized. It should be noted, however, 
that for this nonrecognition provision to 
apply at all there must be an exchange, of 
the character described, of stock or securi- 
ties for stock or securities. Gain or loss 
to ordinary commercial creditors will there- 
fore be fully recognized, unless the particu- 
lar transaction is considered, nevertheless, 
to qualify under Section 112 (b) (5). 


From the standpoint of legislative policy, 
establishing greater tax certainty and reduc- 
ing the mass of litigation that would other- 
wise have ensued, the new provisions 
appear to be sound. Their application should 
of course be limited to bona fide readjust- 
ments of corporate interests under plans 
designed to reflect existing equities, of the 
character commonly thought of as reor- 
ganizations. Thus, a readjustment amount- 
ing essentially to a liquidation or to a 
purchase of the business by a few creditors 
or by stockholders having no equity should 
not be, and was not intended to be, covered. 


The new provisions do much to lessen 
the influence of purely tax factors upon the 
adoption of unwise policies in the formula- 
tion of bankruptcy reorganization plans— 
such as the continuance of overloaded debt 
structures, and they also minimize the tax 
importance of inconsequential methods and 
procedures. 


It would have been happier if the changes 
needed to cover creditors’ reorganizations 
could have been made in conjunction with 
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a comprehensive review and revision of the 
reorganization statute as a coordinated 
whole, since the effect will be, on the one 
hand, to drive into the courts many slightly 
distressed but not insolvent corporations 
which if reorganized voluntarily outside the 
courts would be involved in tax uncertainty 
or disadvantage and, on the other, con- 


Federal Taxation 


UST when and to what extent state prop- 

erty rules will determine the incidence and 
consequences of a national revenue act has 
been the subject of previous studies. Now 
it is proposed to examine the opposite im- 
pulse in this polarity: the modification of 
property law by federal taxation. 


State courts, like state legislatures, have 
adopted the canon of uniformity with fed- 
eral tax administration. In fact, a federal 
decision adjudicating the constitutionality 
of a particular federal tax may be regarded 
as conclusive with respect to a correspond- 
ing state tax and its conformity with the 
local constitution. This uniformity must be 
understood in a narrow sense only: it ap- 
plies to the interpretation and construction 
of state tax statutes modelled after the 
federal. The prestige attached to a federal 
decision of local law, whether in bankruptcy, 
constitutional or tax litigation, is very real, 
and while not controlling, the federal view 
may greatly influence subsequent state juris- 
prudence. 


Formal Law 


We begin with instances of the impact of 
federal taxation upon formal property law. 
Although the article discusses community 
property systems, gifts between spouses, re- 
lease of powers of appointment and alloca- 
tion of stock dividends, only the latter two 
will be set forth below in greater detail. 


Release of powers of appointment. By the 
Revenue Act of 1942, Congress for the first 
time effectively taxed powers of appoint- 
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ceivably to increase in some degree the difMyave grea 
ficulties of a general revision under apfother legi 
integrated program eliminating undesirablfiglso raise 
discriminations and inconsistencies. Ye 
something clearly needed to be done promptly 
with respect to creditors’ reorganizations, 
and it seemed hardly desirable as a prac. 
tical matter to wait for broader action. 


[The End] 
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ment. Property subject to a general power 
became part of the donee’s taxable estate, 
whether or not the power was exercised; 
the same rule was extended to property 
subject to a special power. At the time of 
the enactment of the new rule, there were 
outstanding innumerable general and spe- 
cial powers within its purview. In order to 
lessen the shock to donees, Congress gave 
them a protracted locus poenitentiae within 
which to release or surrender their powers 
and thus to avoid taxation. 
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The law of powers, however, had not been 
geared to the demands and strains of tax 
avoidance plans. In a number of states, the 
local law was shot through with gaps of 
silence. When, therefore, anxious donees 
determined to release or surrender their 
powers rather than pay the tax cost thereof, 
they frequently found no authoritative reply 
to the most critical questions involved: (1) 
what types of powers were, under local law, 
releasable; (2) whether consideration was 
necessary, irrelevant or perhaps destructive 
to a release; and (3) what procedures were 
legally requisite to effectuate release. In 
order to allay the near panic, the Treasury 
issued regulations (U. S. Treas. Reg. 105, # 
Sec. 81.24(b) (3) (iii)) creating presumptions 9 
of local law for the benefit of bewildered 
donees. Nevertheless, their anxiety con- 
tinued to call for categorical propositions of 
state law. 






















































































Since the enactment of the Revenue Act 
of 1942, at least fourteen states have adopted 
statutes providing in detail for the release 
of powers of appointment. These statutes 


























ifMhave greatly clarified local law, but like all 


other legislation they not only answer but 
also raise questions. 


Most important, however, local law has 
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might have remained indefinitely obscure. 
“BThe Revenue Act of 1942 evoked a certain 


new and effective pressure, accumulated and 
concentrated in a brief space of time. The 
individual participants in that pressure might 
have found answers to some of their ques- 
tions through a series of lengthy and ex- 
pensive litigations. 


Allocation of stock dividends—Between 
1855 and 1913, courts of the State of New 
York had attempted to resolve particular 
facets of one of the most perplexing prob- 
lems in the law of trusts: the problem of 
allocating, as between trust income and 
principal, stock dividends received by trustees. 
Finally, in 1913, the Court of Appeals held 
that the general rule of allocation was—that 
there was no general rule but that each in- 
stance required equitable consideration of its 
own circumstances. Matter of Osborne, 209 
N. Y. 450, 103 N. E. 823 (1913). This was 
the so-called “Osborne doctrine”, a doctrine 
in the sense only that trustees thereafter 
no longer merely suspected but knew the 


necessity of judicial determination in every 
case. 


The ordinary and usual stock dividend 
(of common shares upon common) formed 
the largest portion of the area of uncer- 
tainty. Hence, when a simple and plausible 
analysis of such dividends was offered by 
the United States Supreme Court in Eisner 
v. Macomber, 252 U. S. 189 (1920), endowed 
with all the prestige of a constitutional de- 
rmination, the New York legislature grate- 
fully accepted. The Macomber analysis did 
not accord with most of the New York 
jurisprudence, but it had the precious ad- 
vantage of ease in administration. By allo- 
tating (for income tax purposes) all such 
stock dividends to the capital, it dispensed 
entirely with the intricacies of apportion- 
ment. Accordingly, in 1922, Section 17a was 
added to the New York Personal Property 
Law, allocating stock dividends wholly to 
corpus. Trustees were given a signpost. 


Thus, throughout the labyrinth of trust 
ipportionment, federal tax principles served 
a a guiding thread. 


Conventional Law 


Conventional law is law at least in posse. 
ltis often more compulsive, less contestible 
than formal law. It rises from the inchoate 
stage of isolated individual transactions to 
become general practice, custom and per- 
laps judicial rule. It is the primitive stuff 
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out of which formal law may be shaped. 
Thus, what is said here as to conventional 
law may ultimately be graduated to the sec- 
tion upon statutes and decisions. 


Practices of businessmen and property-hold- 
ers—In the space of the last two decades, 
Americans have become acutely “tax con- 
scious”. To large segments of the popula- 
tion, law is exemplified not by civil liberties, 
collection of accounts, accident cases, crim- 
inal prosecutions, or social reform, but by 
the imposition of taxes. New business ven- 
tures are accepted or rejected in terms of 
taxes, their form is dictated by taxes, their 
capitalization and expansion vary with taxes, 
and taxes determine the distribution of 
salaries, bonuses and profits. Property is 
retained or given away, set up in trust, sur- 
vivorship tenancy, or fee simple, invested or 
held idle, accumulated or expended, all ac- 
cording to tax consequences, Here the con- 
cern is with tax avoidance in terms of the 
dimension of Time, the dimension of Per- 
sonality and the plane of Succession which 
participates in both. 


Time is so significant in plans of avoid- 
ance, first because income taxation operates 
for administrative purposes on annual rests 
or stops, and second because the timing of 
a transaction is generally optional with the 
taxpayer. Consequences here are more 
economic than legal in character. The tim- 
ing of transactions, the movement of capital 
into and out of production, affects goods 
rather than property. If an expanding and 
vitalized economy is to be attained, the 
dimension of Time will receive primary 
attention. 


The element of Personality touches directly 
upon property as an institution. Since taxes 
at progressive rates are levied on individual 
taxpayers as legal atoms, avoidance very 
frequently relates to the number of units. 
Division may take such forms as family 
partnerships, multiple trusts, holding cor- 
porations, associations, subsidiary corpora- 
tions, royalty agreements, or joint ventures. 
Personality splits, divides and reunites in 
more and more subtle combinations. 


Succession exhibits the characteristics of 
Time and Personality, since it partakes of 
both. The complementary system of gift 
and estate taxation have induced unprece- 
dented expansion of the inter vivos dona- 
tion, an expansion for which traditional 
property law was quite unprepared. The 
voluntary inter vivos settlement was the 
exception prior to the last generation. It 
did not appear in sufficient volume to evoke 
effectual regulation in the state courts. Now 
the need appears clear for a new and rad- 
ically different treatment of the many com- 
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plex and delicate arrangements prompted 
by tax avoidance. 


Division of property is the first stage of 
avoidance procedures, Capital or its yield 
(positive or negative) is allotted to different 
atoms of Personality in relation to respec- 
tive segments of Time. The second stage 
is one of property differentiation. The same 
item of capital is analytically reduced to 
participating elements, and these are again 
allotted. Corporations, trusts, reversionary 
interests, powers of appointment, voting trusts, 
option agreements, subsidiary corporations, 
associations, etc., are techniques for the reso- 
lution of property into ever finer compart- 
ments of control and enjoyment. This is the 
keynote of our topic, the characteristic fea- 
ture of taxation’s impact. Property has be- 
come increasingly abstract, a function in 
differentiation. 


Practices of the bar—The effect of fed- 
eral tax practice upon the American bar 
has, in general, been beneficial. Lawyers 
have been compelled to familiarize them- 
selves with administrative procedure and to 
overcome that great bugbear of the profes- 
sion—arithmetic. Accounting practices are 
important, if not determinative, in so many 
tax litigations, that they simply have to be 
studied and understood. Post-admission 
legal education has prepared large segments 
of the bar to give tax advice and handle 
litigation, and college courses in taxation 
have grown progressively in popularity and 
quality. As long as the courts continue to 
frown upon mere cleverness in detecting 
and exploiting loopholes, this process of edu- 
cating the bar in the ultimate purposes of 
federal taxation will proceed successfully. 


Judicial thinking —A sampling of leading 
tax decisions indicates very limited influ- 
ence upon judicial thinking in areas of pri- 
vate law. Federal tax opinions are quite 
frequently cited, and rather often followed 
by state courts in tax litigations, although 
with varying degrees of fidelity to their 
original meaning. Beyond the boundaries 
of local revenue administration, however, 
their direct application is uncommon. In 
general, the explicit influence of federal tax 
jurisprudence upon local property decisions 
appears slight. In time, changes will become 
apparent, and they will relate as much to 
judicial climate as to the content of opinions. 


Administrative law.— Without materially 
modifying the standards of administrative 
law, the litigation has greatly improved its 
prestige. Recently the Supreme Court, in an 
almost unprecedented confession of policy 
error, sharply constricted the area of judicial 
review in tax cases, on the ground that 
“every reason ever advanced in support of 
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administrative finality applies to the Tay 
Court.” Dobson v. Comm’r of Internal Rev. 
enue, 320 U. S. 489, 498 (1943). Both Con. 
gress and the Supreme Court have commendej 
administrative processes in tax litigation a 
independent, characterized by fair hearing; 
and productive unbiased and expert opinions, 
Thus, while the merits exhibited by the Tax 
Court have not yet been fully exploited, 
they have raised the general repute of ad- 
ministrative bodies. Tax practice thus has 
accomplished more in fostering respect for 
administrative law than in marking the course 
of future progress. 



























































hand an 
coincide 
leading 
ognize 
ordinate 
employ! 

















Constitutional concepts —The first revolu- 
tion in our federal tax order was, of course, 
the abandonment of a bankrupt system oj 
state contributions in favor of uniform na- 
tional excises. Within the United States, 






















































































the revolution in fiscal doctrine has been * lh 
almost complete. But in international con- has lon 
cerns, such as the League of Nations, the eral tax 
UNRRA and joint ventures for support of arallel 
currency exchange, the old repudiated method sen 
continues. Contributions are collected con- robler 
siderably less often than assessed, their re- aaah 
spective amounts are still the occasion of “respor 
endless wrangling, and federate enterprises ie oon 
are still exposed to the slings and arrows agreem 
of monetary impotence. correst 
In American constitutional organization, ff like—a 
taxation has forwarded the growing notion § unachi 
. of federal supremacy. New ideals of thef Tax; 
responsibilities and functions of federal and § ion h; 
state governments are implemented with § pyman 
enlarged fiscal resources, and, on the other § vith n 
hand, greater revenue exactions of the re- ageme 
spective governments intensify and reinforce § ity car 
demands for wider service and_ social fond ir 
experiment. admin 
The regulatory force of taxation is now §systen 
fully acknowledged. ot pre 
tional 
Property a 
Evolution of the concept——As far as we can § can a: 
judge a scene to which we are so close, liv- ™ 





ing and moving in it day by day, there ap- 
pears here a historic transformation in the 
concept of property. Property in our times 
has become discorporate, disembodied and, 
by like token, progressively political. It re- 
lates less and less to things, more to the 
paper evidences of ownership, and ultimately, 
to delicate and ingenious relations of con- 
trol. Property is seen to be more than the 
repository of accumulated labor, more than 
the inherence of exchange values. It is the 
implement of private sovereignty, and its 
ownership signifies away over the actions 


made 
obsol 
longe 
It tr 
some 
a met! 
for il 
corpe 
bette 
of dc 
anal} 
of cc 
















of others. Property is political in its essence Re 
and, as our history amply illustrates, has far, | 
become political in its activities. Many eco- §' 1 
February, 19445 @ TAXES—The Tax Magazine § Dig 





nomic and social causes have contributed to 


" this catalysis, but none more cogently than 
-B taxation. 


The operation of tax policies has had 


SB dual consequences. Taxpayers have so ar- 
‘Branged their affairs as to move farther and 
SB farther away from tangible or conspicuous 


ownership, away from land, machinery and 
materials, toward charters, agreements, in- 


lB dentures and even oral understandings. 


revolu- 
course. 
tem of 
rm. na- 
States, 
s been 
11 con- 
1s, the 
ort of 
method 
d con- 
eir re- 
ion of 
rprises 
irrows 


zation, 
notion 
of the 
al and 
| with 
other 
he re- 
nforce 
social 


ve can 
e, liv- 
re ap- 
in the 
times 
1 and, 
It re- 
o the 
nately, 
F con- 
in the 
» than 
is the 
id its 
ctions 
ssence 
3, has 
y €CO- 


razine 


Taxation, then, makes for a cleavage or 
divergence between property on the one 
hand and goods on the other. As property 
coincides progressively less with goods, 
leading economists, while continuing to rec- 
ognize the canon of ability-to-pay, sub- 
ordinate it to productive activity and full 
employment as goals of tax policy. 


The corporate entity.—The area of keenest 
dispute between private and public power 
has long since been the corporation. Fed- 
eral taxation has been faced with problems 
parallel to the regulation of corporations, 
monopolies and cartels. It has met those 
problems with a high measure of success, in 
which the watchwords are “disclosure” and 
“responsibility.” Step by step, the Treasury 
has compelled more complete revelation of 
agreements, plans of reorganization, vital 
correspondence, records, indentures and the 
like—an objective which still remains largely 
unachieved by public regulation. 


Taxation is in essence regulatory—all taxa- 
tion has some regulatory effect; but many 
human activities cannot be regulated by it 
with necessary effectuality. Corporate man- 
agement is such an activity. Its responsibil- 
ity can be achieved only through enterprising 
and ingenious application of chancery and 
administrative techniques. All that the tax 
system can contribute is aid in disclosure 
of property differentiation and its own ra- 
tionale of consequent responsibility. By for- 
warding information and by clarifying the 
emergency of power, the fiscal hierarchy 
can assist larger undertakings. 


In this connection, tax law has already 
made a notable advance by discarding the 
obsolete “corporate fiction.” Taxation no 
longer concerns itself with corporate entity. 
It treats a corporation as a taxpayer for 
some purposes, as a conduit of income or as 
amember of a group for others, as a device 
for illegal accumulation for still others. A 
corporation is a way of doing business, or 
better, corporations are many different ways 
of doing business. Corporate relations are 
analyzed in terms, not of assumptions, but 
of consequences. 


Revitalization of group ownership —Thus 
far, taxation has appeared to explicate and 
to intensify movements in the economic 
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sphere. In one important respect, however, 
it resists and brakes the economic trend, 
creating a tension of considerable signifi- 
cance to our topic. For a number of rea- 
sons, capital tends to coalesce into larger 
units. Our tax system, however, opposes 
this movement. On the postulate that greater 
size generally implies greater ability to pay, 
progressive tax rates penalize bigness. Thus 
the competitive advantages of capital co- 
alescence may be at least partially can- 
celled by tax expense. 


Property as capital—When property is 
employed in the processes of production or 
investment, it becomes capital and assumes 
certain significant new responsibilities. So- 
ciety, which has gradually recognized its 
own responsibility for production and use 
of goods, asserts the correlative right to 
limit the advantages of capital employment. 
Unreasonable corporate profits would gorge 
and choke: the economy, preventing that 
equitable distribution of industrial products 
which prosperity requires. As government 
in time of war absorbs so high a proportion 
of the national product, it may be viewed as 
an interested party to all transactions, affected 
in some measure by all exploitation. Can 
the analogy be extended to time of peace, 
so as to identify government with the mass 
of consumers? 


Perhaps it is best to understand the excess 
profits tax as a type of collective bargain 
between government and productive enter- 
prise, a species of renegotiation in which 
excessive profits are viewed as the end re- 
sult of excessive prices. That price control 
and excess profits taxation have been partly 
complementary tends to support this analysis; 
but the gravamen of excess profits taxation 
extends considerably deeper. It is that, if 
the economy is to be rationalized so that it 
works, profits must bear some reasonable 
relation to risk, adequacy of incentive, and 
the digestive capacity of the investment 
market. 


Capital has found other duties. Social 
security taxation puts upon it a burden of 
responsibility for unemployment, old age 
and, in all probability, still other disabilities 
and hardships. Income tax incentives have 
led to the creation of numerous private pen- 
sion trusts and profit sharing plans. Thus 
our era witnesses a strange new generosity, 
partly enforced, partly spontaneous, in the 
hearts of management. 


Recommendation 


Competence of lawyers——Lawyers have gen- 
erally shied away from the problems im- 
plicit in property evolution, perhaps because 
they thought the causes and changes ex- 
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clusively economic, and hence beyond their 
sphere of competence. What has already 
been said may be sufficient to dispel that 
impression, for radical modifications in the 
institution of property cannot be matters 
of indifference to lawyers. Willingly or not, 
the profession, its ideals and the subject 
matter of its public functions are deeply 
involved. Can it then abandon the field to 
statisticians and economists, and reject re- 
sponsibility? The question is gravely im- 
portant. 


That taxation’s impact upon property is a 
fit province for lawyers can be induced at 
least, if not demonstrated. The matter in- 
volves moral values, or in any event, sub- 
jective incentives and satisfactions which 
are beyond the scope of economies. These 
in turn create juridic values, the particular 
standards of the law. Lawyers have made 
and would be charged to remake tax statutes 
or private law. Economists are not in fun- 
damental agreement among themselves, and 
their statistical studies, though indubitably 
valuable, often rest upon wholesale assump- 
tions; moreover, many economists reject all 
normative undertakings and refuse, at least 
in principle, to leave the confines of ob- 
jective study. Whatever steps be taken in 
the area under consideration must be co- 
ordinated and rationalized with other areas, 
other concerns of the law. 


The council—The undertaking is one for 
lawyers, but it is not for lawyers alone. 


4 4% poration of America. 





Whoever approaches this massive topic from 
any single side is bound to err. Only by 
composite study can it be described, by 
associate efforts tamed to service. The chal- 
lenge is to jurisprudence, but also to eco. 
nomics, sociology, politics, ethics and general 
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KENTUCKY v. RADIO CORPORATION OF AMERICA tans 
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CASE of interest to taxmen is the recently decided Kentucky v. Radio Cor- ea 
The Ken-Rad Tube and Lamp Corporation were been 
making tubes in Kentucky under a license agreement for the use of the patents “B. 
of the RCA. Kentucky attempted to assess income tax on the royalties paid to — 
RCA in New York but the court found that because the intangible right (the oom 


patent) had a situs at the domicile of the owner (New York) that the source 
of the royalties was not in Kentucky, but in New York where the contract was 


filed and the royalties payable. 
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Talking Shop—Continued from page 151 





you,” teased Law. “In the meantime law- 
making might as well be attended to by 
law-trained . 


“All right, all right,” grinned Star. “I 
was just talking out loud. The fact remains 
that the Kid brings up a good point. Ap- 
propriate and reasonable accountants’ fees 
should be accorded the dignity of being 
recognized as necessary when by all com- 
mon sense yard-sticks they are necessary. 


“If you two are finished, let’s get back to 
the business of the meeting,” suggested Old- 
timer. ‘We were talking about the interest- 
ing cases of the past year. From the human 
interest angle there was the Clifford Gold- 
mith royalty case, which made pretty good 
reading .. .” 


“For good reading I give you the opinions 
of Judge Learned Hand of the second cir- 
cuit Court of Appeals,” injected Law. 
“They rank high among contemporary legal 
opinions and, somehow, are never dull 
reading.” 


“Right,” agreed Oldtimer. “Of course, 
about once a year I treat myself to a re- 
treading of Eisner v. Macomber and its defini- 
tion of ‘income’. No case since has managed 
to put it quite as well. Unquestionably a 
classic.” 


“Speaking about reading matter,” said 
Philo, “I should like to suggest Beardsley 
Ruml’s new book ‘Tomorrow’s Business’. 
It’s quite a book for anyone concerned with 
the shape of things to come— and who isn’t!” 


“It must be something better than the 
‘pay-as-you-go’ scheme that Ruml wished on 
us,” replied Dash. “That whole withhold- 
ing business is a mess . . .” 


“Rum! didn’t wish it on us, Congress did,” 
corrected Philo. “He just fathered the 
thought. And beyond that I for one cannot 
perceive how else income taxes would have 
been collected from all who owed them .. .” 


“By the simple process of people paying 


them, same as they always did,” retorted 
Dash. “You’d go back to reckoning with 
facts, cut out the guesswork. That used to 


be good enough, and it remains good enough 
for me.” 


“ec T°: e . . 

With quite a few million newcomers on 
industrial payrolls, who never before in their 
lives saw a tax return, you’d have an awful 
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time collecting, as a matter of cold, practical 
fact,” explained Philo. “The withholding 
provisions have painlessly accomplished it.” 


“Not so painlessly,” objected Dash. 


“Let’s skip it for now,” countered Philo. 
“All I wanted to suggest was: read “To- 
morrow’s Business”, by Ruml. It’s in- 
formative, interesting, thought-provoking, 
stimulating challenging, in short, it’s good.” 


“Any new thoughts on taxes in it?” 
wondered Star. 


“Principally a restatement of the Ruml- 
Sonne plan,” answered Philo. “If you ask 
me that’s the weakest chapter. It is titled 
“Fiscal Policy, Taxation and Public Works.” 
To me that’s too tall an order to brush off 
in twenty pages, as Ruml does. Also, it 
mixes in side-matters; public works have to 
do with spending tax money, not collecting 
x 

“T agree with you,” said Law. “That the 
philosophy and technique of revenue-raising 
in itself, and totally aside from revenue- 
spending, public works and stuff, is a tre- 
mendous topic itself. But aren’t you going 
afield a bit? You say the book’s title is 
‘Tomorrow's Business’. The title is not 
‘Tomorrow's Taxes’, which is something else 
again.” 


“Well, perhaps so,” conceded Philo. “But 
a very important phase of the business we'll 
be doing tomorrow spells t-a-x-e-s, and Ruml 
gives them less than 10% of the space in 
the book and even then it is not undiluted. 
And that’s my point.” 


SLIDE RULE SIMPLIFIED, by Charles 
O. Harris, American Technical Society, 
Chicago, 1944. 250 pages. $2.50. Account- 
ants are increasingly finding the slide rule 
an interesting and helpful gadget, as en- 
gineers long since discovered. A bar to a 
more widespread use of this time and effort 
saving device among accountants is the inertia 
that sets in when it comes to learning how 
to use the slide-rule. “It’s so complicated! 
There’s so much to remember! And, be- 
sides, I won’t really have that much use of 
it! Some other time!” Those excuses don’t 
hold water any more. In “Slide Rule Sim- 
plified” Professor Harris has gotten together 
an introduction to the slide rule which is 
really simplified, and indeed understandable. 
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The President: The budget for the fiscal 
year 1946 (beginning this July) was trans- 
mitted to the Congress by the President on 
January 3, 1945. The President estimates 
that the need of the federal government for 
the fiscal year 1946 will not exceed 73 billion 
dollars. 


Aside from the amount needed directly in 
the war effort, 2,725 million dollars (an in- 
crease of 556 million over the fiscal year 1945) 
will be needed for tax refunds. About 1 
billion dollars of this amount will be repay- 
ments to wage earners of withholdings in 
excess of their tax liability. Another billion 
dollars reflects the issuance of postwar bonds 
which cover the refundable 10% part of the 
excess profits tax. Other refunds will stem 
from recomputations of the special amortiza- 
tion allowances for emergency facilities certi- 
fied to be no longer necessary in the war 
effort, and to the carry-back provisions of 
the corporate income and excess profits tax 
laws; but the refunds arising from these pro- 
visions of corporate relief will reach full vol- 
ume only in future years. 


The President stated that he was pleased 
that the Joint Committee on Internal Reve- 
nue Taxation is studying the tax problems 
of the transition and postwar periods. ‘“War- 
time taxes must be maintained as long as 
large-scale expenditures are necessary. There 
is no justification for tax reductions as long 
as we are engaged in a major war. Whena 
favorable development of the war allows a 
major decline in war expenditures, minor tax 
adjustments will become possible and de- 
sirable.” As to the length of the war—‘“I 
have not made in the past, and I shall not 
now make any prediction concerning the 
length of the war. My only prediction is that 
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our enemies will be totally defeated befor 
we lay down our arms.” 





Congress: All bills that had not been ep. 
acted into law at the time the old Congress 
adjourned were automatically dead, conse. 
quently when the new Congress opened its 
door the proponents and the introducers oj 
bills in the old Congress reintroduced them 
in the new Congress. And among the thou. 
sands of new bills we find a number appli- 
cable to taxes. For instance: a bill to repeal 
the automobile use tax; another relating to 
the abatement of income tax of members 
of the armed forces; another to cancel $100 of 
servicemen’s income tax liability. A chain 
store tax on ten or more stores has been in- 
troduced by Patman. There is a bill to per- 
mit individuals to deduct depreciation of their 
homes, several poll tax bills and one to amend 
the Code so that withholding in community 
property states will be determined as if half 
of the husband’s wages were paid to the hus- 
band and half to the wife. 
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The Treasury: The privilege of being an 
American citizen carries with it a $1,582 
share of the total outstanding governmental 
debt, and that is little enough in these days 


















































: = ae tion is § 
when we have the opportunity of weighing J hou, w 
this privilege with that of the citizens of ciple in 
other nations. The per capita debt has risen 
from 302 dollars in 1922 to five times that “Am 
amount in 1944. The total governmental § agreen 
debt stands at 218 billion dollars as of June § income 
30, 1944. sonabl 
Economists, both governmental and pri- — 
vate, have worried about the effects of this iene 
mountain of debt on our economy. One CED. 
prominent economist has stated that the fed- billion 
eral government can stand, without serious to 18. 
ill effects, a debt higher than the present stat- sae 
utory limit, but the Secretary of the Treas- fo. 
ury does not agree. He has recently stated to ' 
that he believes that taxes should be held at 
a high level in order to liquidate the national I 





debt as soon as possible. The total receipts 
of the Treasury Department for the year 1945 
are estimated to reach 47 billion dollars. As- 
suming that this peak in receipts continues 
in the postwar period with the tax rate re- 
maining constant, and assuming that our 
postwar expenditures will be an average of 
1941 expenditures (12 billion dollars) and 
1942 expenditures (32 billion dollars) or 18 
billion dollars, it will take until 1956 to liqui- 
date the national debt. 

































































Mr. Morgenthau also says that some re- 
duction in taxes should take place. Assum- 
ing then, that tax rates are fixed at a level so 
as to produce half of this income, an addi- 
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tional ten years will be needed to liquidate 
the debt. 


Both of these proposals—to liquidate the 
debt and to maintain a high level of tax rates 
—will cause something of a stir among the 
tax planners, and a very good summary of the 
economic effects of these points in current 
tax plans is given by Mr. R. A. Musgrave in 
a comparison of the CED, Twin Cities and 
the Ruml-Sonne proposals in the Federal 
Reserve Bulletin of December, from which 
we quote: 


“All three plans proceed by the rule that 
revenue yield should be sufficient to balance 
the budget or to allow for some debt re- 
demption at a level of production more or 
less corresponding to a full employment sit- 
uation. There is no implication in any of the 
plans that it is sound policy to balance the 
budget when there is substantial unemploy- 
ment. This represents a marked advance in 
the understanding of fiscal problems. It 
shows awareness of the need for relating 
revenue and expenditure policies of the Gov- 
ernment to general economic conditions— 
recognition of the fact that it may be neces- 
sary at times to add to the public debt and 
at other times to reduce it. This basic posi- 
tion is sound but some comments are needed, 
both with respect to the figures and the prin- 
ciple involved. 


“Among the three plans there is some dis- 
agreement regarding the level of postwar 
income that will be necessary to assure rea- 
sonably full employment. In placing the 
plans on a comparable basis, a level of output 
somewhat higher than underlies the original 
estimates was assumed. The yield of the 
CED plan has been raised from 18.3 to 19.4 
billion dollars; that of the R-S plan from 18 
to 18.3 billion dollars. The greatest upward 
adjustment was made for the TC plan, whose 
original estimate of 18 billion dollars has 
been raised to over 23 billion. 


“The various estimates for the size of the 
postwar budget are in close agreement. The 
budget estimate for the CED plan is 17 bil- 
lion dollars and for the two others 18 billion. 
The yield under the R-S plan thus approxi- 
mately balances the assumed budget at the 
full employment level of income while the 
CED plan leaves some room for debt retire- 
ment. However, the assumed budget level 
will, most likely, prove too low by perhaps 
as much as 5 billion dollars. If this is cor- 
rect, the higher yield levels estimated for the 
TC plan represent a more realistic approach 
to the general objective of balancing the 
budget at full employment. This is impor- 
tant because once the proposed revenue ob- 
jective is set at, say 23 billion dollars rather 
than 18 billion, the ease with which the CED 
and R-S proposals can approach the matter 
of tax reduction vanishes. It then becomes 
apparent that, if corporate rates are cut dras- 
tically, it is necessary either to forego any 
substantial reduction in the personal income 
tax in the lower and middle brackets or to 
maintain excises at a high level. If the 
higher budget figure is correct, the CED and 
R-S plans are rather unrealistic, either be- 
cause the proposed taxes rates are deficient 
or because the balancing objective is over- 
stated. 


“Most important is the question whether 
the formula of setting the tax target to bal- 
ance the budget at full employment (or as in 
the case of the CED and TC plans to pay off 
some debt) furnishes a useful guide to fiscal 
policy. This raises rather complex. problems 
which can only be mentioned here. Suppose 
that after the war we have a full employment 
level of income, maintained without infla- 
tionary or deflationary pressures while at the 
same time the budget is in balance or some 
debt is retired. If these happy conditions 
prevail, the policy of balancing the budget is 
the proper one. If in its place a policy of 


Per Capita Debt (Department of Commerce Statistics, December 1944) 


see 


Washington Tax Talk 





Ye) 


BILLION 


deficit spending was adopted, inflationary 
pressures would develop; if more debt was 
paid off, the results would be deflationary. 
This, it appears, is the situation in which the 
formula provides the ‘correct’ revenue tar- 
get. On the assumption that it represents a 
realistic appraisal of economic conditions for 
the average postwar year, the approach is 
excellent. If in one year or another economic 
conditions should be somewhat on the infla- 
tionary or deflationary side, this could be 
taken care of readily by reduction in expendi- 
tures and redemption in debt or increase in 
expenditures and borrowing. 


“But now suppose that for the average 
postwar year this situation does not apply. 
That is, suppose that tax rates as set under 
the formula will not provide sufficient yield 
to balance the 18 billion dollar budget be- 
cause income is below the full employment 
mark. Then it is less evident that these tax 
rates are just at the ‘correct’ level. Suppose 
that the deficit which results was insufficient 
to sustain income and employment. Again, 
there may be an upward adjustment in the 
expenditure level, but this is only one of sev- 
eral possibilities. Another possibility might 
be to lower taxes. Or, if borrowing is re- 
jected, the job might be done by increasing 
both taxes and expenditures to a substan- 
tially higher level. All these are alternatives, 
none of which should be excluded by too 
rigid a setting of the revenue level. 
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“In order to discuss the postwar tax struc- 
ture, a proper yield level must be assumed. 
To assume a proper yield level a picture of 
economic conditions in the average postwar 
year must be obtained, but this can not be 
done with much assurance. This is a basic 
dilemma for postwar tax planners. The as- 
sumption that for the average year full em- 
ployment will prevail while the budget of 18 
billion dollars is balanced with the proposed 
revenue structures is a hypothesis only. 
Some available evidence indicates that it is 
not a very likely hypothesis. In view of this 
uncertainty it appears desirable that revenue 
structures should be investigated not just 
for one, but for several levels of over-all 
yield, since the over-all yield objective is most 
important for deciding what can be done 
about specific parts of the tax system. A flex- 
ible view of the required level of revenues 
should be maintained until the economic 
needs of the postwar situation become appar- 
ent. Provision should be made for varia- 
bility of some parts of the rate structure, 
preferably the first bracket rate under the 
personal income tax. The principle of ‘bal- 
ancing the budget at full employment’ may 
afford a useful rule of thumb for setting the 
tax target at this stage of the discussion. 
Yet it is far from being a safe recipe for the 
‘correct’ level of postwar taxation.” 


Next is the problem of paying the service 


charges on this debt. According to the De- 
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partment of Commerce (their recent bulletin 
on Governmental Debt), the general debt 
service on 212 billion dollars required 4.25 
billion dollars in 1944. This figure of 212 
billion dollars is the combined total of federal, 
state and local governments. Debt service dur- 
ing the war period does not constitute a serious 
problem because of wartime prosperity and 
the high level of taxes and tax yields. Con- 
tinuing unprecedented war needs increase 
the federal debt and the present ease in car- 
rying the load will be converted into a seri- 
ous problem of budgeting for debt service in 
the postwar period when the national income 
may fluctuate. 


The relatively moderate charge for debt 
service may be accounted for, in the main, 
by the fact that this government like other 
governments does not retire debt from rev- 
enue during war and depression periods. 


New Assistant General Counsel.—Sec- 
retary Morgenthau announced the appoint- 
ment of Lehman C. Aarons of Milwaukee, 
Wisconsin, as Assistant General Counsel of 
the Treasury Department. 


Mr. Aarons came to the Treasury in 1934. 
He served on the General Counsel’s staff 
until 1938 when he resigned to engage in the 
private practice of law in Milwaukee, Wis- 
consin. He returned to the Treasury tem- 
porarily in June 1940 to assist in the 
organization of the Foreign Funds Control 
work. In 1941 he went to the Far East to 
represent the Treasury in Foreign Funds 
Control and monetary matters and was ap- 
pointed Assistant Chief Counsel of Foreign 
Funds Control November 26, 1942. He later 
became Assistant to the General Counsel. 


Mr. Aarons has also represented the 
Treasury Department in Europe and only 
recently returned from London where he 
was serving as Treasury Representative. 


He is a graduate of the University of 
Wisconsin and of the University of Wiscon- 
sin Law School, having received his LLB 
degree in 1933. 

No Tax on G. I, Schooling.—Discharged 
soldiers and sailors who desire to go back to 
school at Uncle Sam’s expense under the 
provisions of the Servicemen’s Readjustment 
Act will not need to include the tuition and 
subsistence allowances in their gross income. 


Pay Five Years Taxes in Advance.—This 
suggestion was made as a curb on inflation 
by Mr. Frederick Fiechter, Jr., writing in the 
Dickinson Law Review, who advocates plac- 
ing this program on top of War Bond drives, 
price control, mortgage amortization, etc., 
and “it would be the function of the state to 
make the program attractive to the taxpayer.” 
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Excise Taxes Overlooked.—A maker of 
binoculars for the government forgot at the 
time of entering into a contract for their 
manufacture with the government about the 
excise tax on such items and the government 
contracting officer says that he knew the con- 
tract did not include the tax in the prices. 
Consequently on the grounds that a mutual 
mistake had been made the government is- 
sued tax exemption certificates to the man- 
ufacturer. 


Unemployment Taxes.—The Social Secur- 
ity Board has certified to the Secretary of 
the Treasury the unemployment laws of all 
the states and territories for the year 1944. 
This is for the purpose of the 90% credit 
against the federal unemployment tax for 
the contributions made under the state laws. 


Statistics as to corporate profits—The 
Bureau released charts and explanation of 
corporate profits for the years 1918 to 1939 
to be used in consideration of applications 
under Code Sec. 722, stating: 


1. These tables and charts give the best 
available measure of corporate profits in the 
years 1918 to 1939 inclusive, for use in 
consideration of applications for relief under 
section 722 of the Internal Revenue Code. 
The underlying data have been issued pre- 
viously by the Bureau of Internal Revenue 
in its annual publication Statistics of Income, 
Part 2. Many of these volumes are out of 
print, and the data they contain are most 
useful in connection with section 722 prob- 
lems only after certain adjustments. 


2. Three series of data are given for all 


corporations filing returns: (A) the total 
compiled net profit or loss as reported in 
Statistics of Income, representing the ordi- 
nary concept of net income from all sources 
before Federal income taxes; (B) series A 
adjusted by the subtraction of certain tax- 
exempt income to approximate excess profits 
net income and (C) series B with the addi- 
tion of interest paid to represent the earnings 
of corporate business irrespective of changes 
in the proportions between equity capital 
and borrowed capital. Certain factors which 
interfere with precise comparability within 
each series are indicated in the footnotes 
to the table. 


3. These charts portray the above-men- 
tioned three series of corporate profits data 
in accordance with the index numbers. In 
computing these index numbers the average 
of the 18-year period 1922-1939 was taken 
to equal 100 percent. This 18-year period 
was selected for reasons indicated in the 
Bulletin on Section 722 of the Internal Revenue 
Code, Part IV(B). 
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STATE TAX 


ALABAMA 






March 1 





Automobile dealers’ reports due. 

Insurance company premiums tax reports 
and payment due. 

Last day to make freight line license tax 
reports. 

Last day to make public utility property 

tax report. 


March 10—— 


Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Reports of manufacturers, distributors 
and public service licensees of alcoholic 
beverages due. 

Tobacco stamp and use taxes and reports 

due. 


March 15 


Carriers’, Warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Income tax information returns due. 

Income tax return and (first installment) 
tax due. 

Last day to make franchise tax report. 

Motor carriers’ mileage reports and taxes 
due. 


March 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax and reports due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payments due. 


ARIZONA 
March 1 


Insurance company premiums tax reports 
and payment due. 


March 5—— 
Alcoholic beverage licensee’s reports due. 





March—First Monday: 
Property tax (semi-annual installment) 
due. 
March 10—— 


Luxury excise tax reports and _ remit- 
tances of wholesale liquor dealers due. 
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March 15—— 
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Gasoline tax reports and payment due. 

Gross income tax reports and payment 
due. 

Income tax information returns due. 

Income tax returns and tax (first install- 
ment) due. 

Motor carriers’ reports and taxes due. 

Use fuel tax returns and payments due. 


























March 25—— 


Gasoline distributor’s, consignee’s 
carrier's reports and taxes due. 





and 























Note: March 15 falls on Sunday, hence 
taxes listed as due on that date will be 
payable Monday, March 16. 









































ARKANSAS Bank 
tur) 
March 1—— Corp 
Franchise tax reports due. ins! 
Insurance company premiums’ taxes and Distil 
reports due. Gaso’ 
Public utility property tax returns due. Repo 
cor 
March 10—— Use 
Alcoholic beverage reports and taxes due. M 
Swaeer arch 
Motor fuel carriers’ reports due. 
Severance taxes and reports due. Mote 
Statement of purchases of natural re- Merch 
sources due. ; 
Mine 
March 15 
Oil and gas reports and payment due. Merch 
Reports of wholesale distributors of light ; 
wines and beer due. nse 
Statements of wine manufacturers due. rej 
March 
March 20—— Res 
Gross receipts tax and reports due. du 
Use fuel tax and reports due. Mot 








March 25—— 


Motor fuel tax and reports due. 











CALIFORNIA 





March 1 


Beer and wine reports and taxes due. 
Gasoline tax due. 

















March—First Monday 
Unsecured personal property taxes due. 























; due. 
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March 15—— 


Bank and corporation franchise tax re- 
turns and first installment of tax due. 

Corporation income tax returns and first 
installment due. 

Distilled spirits tax and reports due. 

Gasoline tax reports due. 

Reports due from express and railroad 
companies transmitting money. 

Use fuel taxes and reports due. 


March 20-—— 
Motor carriers’ gross receipts tax due. 


March 31 
Mine owners’ reports due. 


COLORADO 
March 1 


Insurance company premiums taxes and 
reports due. 
March 5—— 


Alcoholic beverage manufacturer’s report 
due. 


Motor carriers’ taxes due. 
March 10—— 

Motor carriers’ reports due. 
March 14—— 


Sales tax reports and payment due. 
Use tax reports and payment due. 


March 15—— 


Coal mine owners’ reports due. 

Coal tonnage tax reports due. 
Franchise tax reports due. 

Service tax reports and payment due. 
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March 25—— 
Coal mine owners’ royalty tax due. 
Diesel fuel users’ tax and reports due. 
Gasoline tax reports and payment due. 
Motor fuel carrier’s report due. 


CONNECTICUT 
March 1 
Gasoline tax due. 


Insurance company premiums tax reports 
due. 


Motor bus corporation reports due. 
Motor vehicle registration fees due. 


March 10—— 
Cigarette distributors’ report due. 
March 15—— 
Gasoline tax reports due. 
Unincorporated business gross 
taxes and reports due, 
March 20—— 
Alcoholic beverage taxes and reports due. 


March 31 


Electric, gas, power, water, railroad and 


street railway corporation tax returns 
due. 


Public service company reports due. 


income 


DELAWARE 
March 1 


Insurance company premiums taxes and 
reports due. 


March 15—— 
Alcoholic beverage manufacturers’ and 
importers’ reports due. 
Filling stations’ gasoline tax reports due. 


March 31 


Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and reports 
due. 


DISTRICT OF COLUMBIA 


March 1 
Domestic and foreign insurance company 


reports due and premium tax due ex- 
cept Marine Insurance. 


March 10—— 
Licensed manufacturers and wholesalers 
of beer—reports due. 
Licensed manufacturers, wholesalers and 


retailers of alcoholic beverages—reports 
due. 
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March 15—— 
Beer tax due. 


March 25 
Gasoline taxes and reports due. 


March 31 


Bank gross earnings tax due. 

Last day to pay semi-annual installment 
of property tax. 

Last day to pay semi-annual installment 
of public utility tax. 

Motor vehicle registration and fees due. 




















FLORIDA 
March 1 


Insurance company premiums tax and 
reports due. 

















March 10—— 
Agents’ cigarette tax reports due. 
Manufacturers’ and dealers’ alcoholic 


beverage taxes and reports due. 


March 15—— 


Electric or gas light, heat, power com- 
pany and telegraph and telephone com- 
pany reports and taxes due. 

Gasoline taxes and reports due. 

Motor vehicle fuel sales and use taxes 
and reports due. 

Transporters’ and carriers’ alcoholic bev- 
erage reports due. 

















GEORGIA 





March 1 


Insurance companies gross premiums re- 
port and payment duc. 

Intangible property tax information re- 
turn of foreign and domestic corpo- 
rations due. 

Public utility special franchise tax (prop- 
erty tax) reports due. 

Railroads’, express companies and public 
utilities property tax returns due. 

Title insurance companies return and 
payment due. 






March 10—— 
Tobacco wholesale dealers’ reports due. 


March 15—— 


Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 


Intangible personal property returns due. 
Malt beverage taxes and reports due. 


March 20—— 


Gasoline taxes and reports due. 
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March 
Insu 
March 
Fuel 
March 
Ban! 
dt 
Ban 
Buil 
ta 
Marct 
Gas 

IDAHO 
March 1 Marcl 
Express company reports due. Bas 
Insurance company premiums tax returns fc 
due. Ex 
March 10—— . 
. Ins 
Beer dealers’ reports due. . 
March 15—— Pr 
Electric power company taxes and re-§ Marc 
ports due. Ca 
Gasoline taxes and reports due. Cis 
Income tax information returns due. Cl: 
Income tax returns and tax (first install- 1 
ment) due. Mart 
March 31 Gz 
Last day for express companies to pay} Mar 
tax. _ 
Motor vehicle registration fees due. 7 








ILLINOIS 
March 1 
Insurance company premiums tax returns Mat 
due. Ir 
R 
March 10—— 
Motor carriers’ mileage tax due. - 
March 15—— ; 
Alcoholic beverage reports due. Ma 
Cigarette tax returns due. 
Public utility taxes and reports due. C 
Sales taxes and reports due. c 
March 20—— i 
Gasoline taxes and reports due. 
March 30-— Mi 
Transporters’ gasoline tax reports due. 
March 31 
Last day for corrected franchise report to M: 


be filed. 


eturns 


eturns 


ort to 


yazine 


INDIANA 
March 1 


Insurance company premium returns due. 
March 15—— 

Fuel use tax report and payment due. 
March 20—— 


Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan associations’ intangibles 
taxes and reports due. 
March 25—— 


Gasoline tax reports and payment due. 


IOWA 
March 1 


Bank share tax (first installment) due be- 
fore this date. 


Express company property tax reports 
due. 


Insurance company premiums tax returns 
and payment due. 
Property tax (first installment) due. 
March 10—— 


Carriers’ gasoline tax reports due. 
Cigarette vendors’ report due. 
Class A beer permittees’ reports and pay- 
ment due. 
March 20—— 
Gasoline tax reports and payment due. 
March 31 
Income tax information returns due. 


Income tax returns and tax (first install- 
ment) due. 


KANSAS 
March 1 


Income tax information returns due. 
Railroad company returns of tax with- 
held from private car companies due. 

March 10—— 
Malt beverage tax reports due. 


March 15—— 


Carriers’ gasoline tax reports and pay- 
ments due. 

Compensating taxes and reports due. 

Motor carriers’ gross ton mileage taxes 
and reports due. 


March 20—— 


Railroad, telegraph, telephone, pipe-line 
and electric power company returns due. 
Sales taxes and reports due. 


March 25—— 
Gasoline tax reports and payment due. 
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March 31 


Franchise tax returns and taxes due. 
Last day to make bank share reports. 


KENTUCKY 
March 1 
Bank share tax due. 
Insurance company (other than life) pre- 
miums taxes and returns due. 
Motor vehicle registration fees due. 
Property tax due. 


March 10—— 


Amusement and entertainment taxes and 
reports due. 

Cigarette tax report due. 

Refiners’ and importers’ gasoline tax re- 
ports due. 


March 15—— 


Alcoholic beverage reports due. 

Income tax information returns due. 

Motor vehicle fuel (other than gasoline) 
tax reports and payment due. 

Passenger carriers’ mileage tax due. 


Public utility gross receipts tax and re- 
ports due. 


March 20—— 
Oil production taxes and reports due. 


March 31 


Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 

Last day for public utilities to make fran- 
chise tax reports. 

Public utility gross earnings report due. 


LOUISIANA 
March 1 


Chain store tax due before this date. 

Insurance company premiums taxes and 
reports due. 

License taxes delinquent. 

Wholesalers’ tobacco reports due. 





March 10—— 
Alcoholic beverage importers’ reports due. 
Importers’ gasoline taxes and reports due. 
Importers’ kerosene taxes and reports due. 

Importers’ lubricating oils reports due. 


March 15—— 


Carriers’ 
Carriers’ 


alcoholic beverage reports due. 
gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ reports due. 

Wholesale soft drink dealers’ reports due. 
Wholesalers’ tobacco tax reports due. 


March 20—— 


Alcoholic beverage taxes and reports due. 

Dealers’ gasoline taxes and reports due. 

Dealers’ kerosene taxes and reports due. 

Dealers’ lubricating oils taxes and reports 
due. 

Fuel use tax reports and payment due. 

New Orleans sales and use taxes and re- 
ports due. 

State sales and use tax returns and pay- 
ments due. 


MAINE 


March 1 





Foreign corporation license fees due. 
Motor vehicle registration fees due. 


March 10—— 


Reports due from manufacturers and 
wholesalers of malt beverages. 


March 15—— 
Use fuel tax and reports due. 


March 31 
Gasoline tax and reports due. 





MARYLAND 


March 10—— 
Admissions taxes due. 


March 15—— 
Distilled spirits property tax return due. 


Insurance company premiums tax and re- 
ports due. 


Utility gross receipts franchise tax reports 
due. 
March 31 
Beer taxes and reports due. 
Gasoline taxes and reports due. 
Motor vehicle registration fees due. 
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MASSACHUSETTS 
March 1 
Income tax information returns due. 


Personal income tax return and tax (first 
installment) due. 





March 10—— 


Alcoholic beverage taxes and reports due. 
Meals excise return and tax due. 


March 15—— 


Cigarette distributors’ taxes and reports 
due. 





March 31 
Gasoline taxes and reports due. 





MICHIGAN 
March 1 
Bank share tax due. 


Gas and oil severance taxes and reports 
due. 





Last day to make insurance company 
premiums tax reports. 


Last day to pay property taxes without 
interest charges (not applicable to 
Wayne County). 


March 5—— 


Carriers’ gasoline tax reports due. 


March 15—— 


Sales tax reports and payment due. 
Use tax reports and payment due. 


March 20—— 
Distributors’ gasoline tax and reports due. 


March 31—— 


Gas and oi] severance tax and reports de- 
linquent. 


Last day to file intangibles tax returns 
and pay tax. 
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MINNESOTA 
March 1 

Income tax information returns, 

Insurance company premiums tax reports 
due. 

Iron severance tax reports due from op- 
erators. 

Personal property tax is delinquent. 

Public utilities (except railroads) gross 
earnings tax due. 


March 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 


March 15 
Income tax returns and tax (first install- 
ment) due. 
Interstate motor carriers’ mileage tax and 
report due. 


March 23—— 
Gasoline tax due. 


March 31 
Common carrier financial report due. 


MISSISSIPPI 
March 1 
Domestic insurance company premiums 
taxes and reports due. 


March 5—— 
Factory reports due. 


March 10—— 
Admissions taxes and reports due. 


March 15—— 


Gasoline tax reports and payment due. 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 
Manufacturers, distributors and whole- 
salers of tobacco—reports due. 
Retailers, wholesalers and distributors of 
light wines and beer—reports due. 
Sales tax reports and payment due. 
Timber severance taxes and reports due. 
Use tax reports and payment due. 


March 25—— 


Oil severance tax report and payment 
due. 


MISSOURI 
March 1 


Annual sales tax reports due. 

Factory reports due. 

Franchise tax reports due. 

Income tax information returns due. 

Insurance company premiums tax reports 
due. 
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March 5—— 


Non-intoxicating beer permittees’ reports 
due. 


March 10—— 
Oil inspection reports and fees due. 


March 15—— 


Alcoholic beverage report due. 
Income tax returns. due. 
Retail sales tax reports and payment due. 


March 25—— 
Use fuel tax and reports due. 


- 


March 31 
Gasoline reports and tax due. 


MONTANA 
March 1 


Domestic corporation reports due. 

Foreign corporation reports due. 

Income (corporation license) tax returns 
due. 

Insurance company premiums tax reports 
due. 

Sleeping car company reports due. 

Telephone companies’ reports and pay- 
ments due. 


March—First Monday: 


Telegraph, telephone, electric power or 
transmission line, canal, ditch and flume 
company property tax reports due. 


March 15 


Brewers’ and liquor wholesalers’ taxes and 
reports due. 

Electric company reports and taxes due. 

Gasoline taxes and reports due. 

Income tax information returns due. 


March 20—— 


Crude petroleum producers’, transporters’, 
dealers’ and refiners’ reports due. 


March 31 


Insurance company licenses expire. 
Mine returns due. 


NEBRASKA 
March 1 


Insurance company premiums, tax reports 
and foreign company payments due. 


March 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 

Gasoline taxes and reports due. 

Imitation butter reports and taxes due. 














NEVADA 


March 1 





Annual statements of foreign corporations 
must be published during March. 

Insurance company premiums tax reports 
due. 





March—First Monday: 
Electric light, heat and power, gas, street 
railway, telegraph, telephone and water 
company affidavits due. 
Property tax (quarterly installment) due. 


March 15—— 
Carriers’ gasoline tax reports due. 
Public utilities annual reports due. 
March 25—— 


Dealers’ gasoline tax reports and payment 
due. 


Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
March 1 


Annual list of stockholders of railroads 
and other dividend-paying corporations 
due. 


Foreign insurance company reports due. 


March 10—— 
Alcoholic beverage taxes and reports due. 


March 15—— 
Intangibles income tax returns due. 
Use fuel tax and reports due. 


March 31 
Carriers’ reports of motor fuel deliveries 
due. 
Distributors’ gasoline tax and reports due. 
Motor carriers’ registration and fees due. 
Motor vehicle registration and fees due. 





NEW JERSEY 


March 1 
Domestic insurance companies report due. 
Foreign insurance companies (except life) 

reports due. 
Railroad company reports due. 





March 10—— 


Excise tax reports and payment due by 
interstate busses. 
Gross receipts tax reports and payment 












March 20—— March ; 
Alcoholic beverage retail consumption and Addit 
distribution taxes and reports due. due 
March 30— se 





and 





Carriers’ gasoline tax reports due. 












































































































New 
March 31 tax 
Distributors’ gasoline taxes and reports § March 
due. Gaso 
NEW MEXICO 
March 1 

: March 

Insurance company premium taxes and : 
reports due. Firer 
Last day to file property tax returns. March 
March 2 Carr 
Motor vehicle registration fees due. Rails 
po 
March 15 Rail: 
Franchise tax reports due. wi 
Occupational gross income tax reports = 
and payment due. lob 
Oil and gas conservation reports due. Unf 
Severance taxes and reports due. pc 
March 20—— Marck 
Motor carriers’ reports and taxes due. Cor 
OI 
March 25 Inc 
Gasoline taxes and reports due. Ince 
Use or compensating taxes and reports m 
due. Intz 
p 
Sal 
Spi 
Marc 
Fra 
a 
Ga: 
tr 
Marc 
Ra 
t 
NEW YORK Mare 
March 1 Ci 
In 








Insurance company reports due. 

Last day for transport and transmission 
company primary tax reports and pay- 
ment due. 













































ner tesd busses and janeys ia munic- Real estate and cooperative agricultural he 

: corporation franchise tax and reports G: 

March 15—— due. ts 

Alcoholic beverage reports and taxes due It 
by manufacturers, distributors, trans- March 20—— 

porters, warehousemen and importers. Alcoholic beverage taxes and reports due. Me 
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orts 


March 25—— 
Additional public utility taxes and reports 
due. 
New York City conduit company taxes 
and reports due. 
New York City public 
taxes and returns due. 


March 31 
Gasoline taxes and reports due. 


utility excise 


NORTH CAROLINA 
March 1 
Firemen’s Relief Fund tax reports due. 


March 10—— 


Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage tax and re- 
ports due. 

Railroads’ reports and payment of tax 
withheld from payments to freight line 
companies due. 

Tobacco dealers’ monthly reports due. 

Unfortified wine additional tax and re- 
ports due. 


March 15—— 
Corporation reports of registered stock- 
or bondholders due. 
Income tax information returns due. 
Income tax returns and tax (first install- 
ment) due. 


Intangibles personal property tax and re- 
port due. 


Sales and use taxes and reports due. 
Spirituous liquor tax due. 


March 20-—— 


Franchise carriers’ and haulers’ reports 
and tax due. 


Gasoline and other motor fuels taxes and 
reports due. 


March 31—— 


Railroads’ and utility companies’ property 
tax reports due. 


NORTH DAKOTA 
March 1 


Cigarette distributors’ report due. 


Insurance company premiums tax and 
reports due. 


March 15—— 


Alcoholic beverage tax reports and pay- 
ment due. 

Gasoline tax reports and payment due. 

Income tax information returns due. 

Income tax returns and tax (first install- 
ment) due. 

Interstate motor carriers’ tax due. 


State. Tax Calendar 


March 25 
Use fuel tax reports and payment due. 


OHIO 
March 1 
Foreign insurance company premiums tax 
(first installment) due. 
Last day to make insurance company pre- 
miums tax reports. 
Motor _ transportation 
annual report. 

Utility company returns due—except 
sleeping car, freight line and equipment 
companies. 


March 10—— 


Admissions tax reports and payment due. 

Alcoholic beverage reports due from Class 
A and B permittees. 

Cigarette wholesalers’ reports due. 


March—Second Monday: 
Bank share tax reports due. 
Last day for deposits report of financial 
institutions. 
Reports due from dealers in intangibles. 


March 15 
Cigarette use tax and reports due. 


March 20—— 
Dealers’ gasoline tax reports due. 


March 30—— 
Carriers’ gasoline tax reports due. 


March 31 


Annual statement of foreign corporations 
due. 

Gasoline tax reports due. 

Grain handling tax (semi-annual install- 
ment) due. 

Intangibles personal property tax (semi- 
annual installment) due. 

Last day for filing foreign corporations’ 
franchise tax reports. 

Last day to make property tax returns. 

Tangible personal property tax (semi-an- 
nual installment) due. 


companies file 


OKLAHOMA 
March 1—— 


Last day to list intangible property. 

Oil, gas and mineral gross production re- 
ports and payment due. 

Property tax installment due. 

Property tax returns due. 


March 5—— 


Operators’ reports of mines (other than 
coal) due. 
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March 10—— 


Airports’ gross receipts reports and taxes 
due. 

Alcoholic beverage tax reports and pay- 
ment due. 

Cigarette tax reports due. 


March 15 


Carriers’ gasoline tax reports due. 

Gasoline taxes and reports due. 

Income tax returns and tax (first in- 
stallment) due. 

Sales tax reports and payment due. 


March 20—— 


Distributors’ gasoline use fuel tax reports 
due. 

Coal mine operators’ reports due. 

Use fuel oil tax and reports due. 

Use tax reports and payment due. 








March 31 
Motor vehicle registration becomes delin- 
quent. 
OREGON 
March 1 





Foreign and alien insurance company pre- 
miums tax reports due. 
Special motor carriers’ monthly fees due. 


March 10—— 
Oil production tax reports and payment 
due. 


March 20—— 


Alcoholic beverage tax reports and pay- 
ment due. 
Motor carriers’ reports and taxes due. 


March 25—— 


Gasoline tax and reports due. 


PENNSYLVANIA 
March 10—— 
Malt beverage reports due. 
Philadelphia amusement tax report and 
payment due. 
Spirituous and vinous liquor importers’ 
reports due. 


March 15—— 


Capital stock tax returns and payment due. 

Corporate loans tax returns and payment 
due. 

Corporation bonus reports and payment 
due. 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax law. 

Franchise tax reports and payment due. 

Insurance company premiums tax reports 
and payment due. 
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Manufacturers’ alcoholic beverage tax re. March 
ports and payment due. Bank 
Philadelphia income tax returns and tax me 
(first installment) due. Last 
pr 
March 31 Mot 
Gasoline tax reports and payment due, 
Motor vehicle registration fees due. 
i March 
RHODE ISLAND Cott 
March 1 mi 
Franchise tax reports due. 
Public utility reports due. Mock 
Bart 
March 10—— Cart 
Manufacturers’ alcoholic beverage reports} Ciga 
due. Last 
Tobacco products tax reports due. pc 
March 15—— March 
Corporate excess tax returns due. Rep 
Gasoline taxes and reports due. bu 
Stoc 
SOUTH CAROLINA ™ 
March 1 Marck 
Personal property tax returns due. Dist 
m 
March 10—— Lin 


Admissions and soft drinks tax reports) 
and payment due. 

Beer and wine wholesalers’ reports due. 

Last day to make power tax return andjMarck 





payment. Inst 
at 
March 15—— we 
Income tax information returns and pay- p 
ment due. Put 
March 20—— erct 
Gasoline tax reports and payment due. \ Cie 
Use fuel tax reports and payment due. 18 
Marcl 
SOUTH DAKOTA 4 
March 1 . 
Foreign corporation reports due beforeMarc] 
this date. Car 
Last day to make reports and pay insur Lie 
ance company premiums tax. : . 
Passenger motor carriers’ taxes due. Mo 
March 10—— Oil 
Interstate motor carriers’ reports and ta) e 
due. Marc 
March 15—— | Cat 
Alcoholic beverage sales reports due; pay- _P 
ment 30 days later. Ye F 
Gasoline tax reports due. Oo; 
Sales tax reports and payment due. Tt 
Use fuel tax and reports due. . 
Use tax reports and payment due. E 
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March 31 
Bank excise income tax returns and pay- 
ment (first installment) due. 
Last day for payment of private car line 
property tax. 
Motor vehicle registration and fees due. 


AX re- 


nd tax 


lue, 


TENNESSEE 





March 1 
Cottonseed oil mills’ reports due during 
month. 


March 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Last day to make alcoholic beverage re- 
ports. 


March 15 
Reports due on fuel used in internal com- 
bustion engines. 
Stock and bond income tax returns and 
payment due. 


March 20—— 


le, Distributors’ gasoline tax reports and pay- 
ment due. 
Liquid carbonic acid gas,tax due. 


reports 





reports 


TEXAS 


s due. 
urn andjMarch 1 


Insurance company premiums tax reports 
and payment due. 

Intangibles assets (capital stock) tax re- 
port due (includes public utilities). 

Public utility intangibles tax reports due. 


March 10—— 
Cigarette distributors’ report due. 


March 15—— 


Last day for filing franchise tax reports. 
Oleomargarine taxes and reports due. 


e befordMarch 20—— 
Carriers’ motor fuel tax reports due. 





nd pay- 


t due. 
t due. 


'y insur! Liquefied: gas and liquid fuel use tax re- 
ae ports and payment due. 
: Motor fuel taxes and reports due. 
Oil and gas well technicians’ gross re- 
: aiid Yl ceipts tax and reports due. 


March 25—— 
Carbon black production tax reports and 


jue; pay? _payment due. 
Natural gas production taxes and reports 
due. 
due. Oil production taxes and reports due. 
Theatre prize and awards taxes and re- 
ne. ports due. 
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UTAH 





March 1 
Insurance company reports due. 


March 10—— 


Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 


March 15—— 


Income (franchise) tax returns and tax 
(first installment) due. 

Individual income tax returns and pay- 
ment due. 

Sales and use.tax returns and payment 
due. 

Use fuel tax and reports due. 


March 25—— 
Carriers’ reports of motor fuels deliveries 
due. 
Distributors’ and dealers’ 
motor fuels tax due. 


March 31 
Insurance company premiums tax due. 


reports and 





VERMONT 

March 1 
Annual corporation reports due. 

Corporation license taxes and reports due. 


March 10—— 
Alcoholic beverage taxes and reports due. 


March 15 
Corporation income tax returns and tax 
(first installment) due. 
Electric light and power company taxes 
and reports due. 
Individual income tax returns and tax 
(first installment) due, 


March 31 
Gasoline tax reports and payment due. 











VIRGINIA 

March 1 

Annual corporation registration fees due. 

Certified motor carriers’ property tax re- 
turns due. 

Domestic corporation franchise tax due. 

Insurance company premiums tax returns 

due. 


March 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 


March 20—— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 


March 31 








Gasoline taxes and reports due. 











WASHINGTON 














March 1 


Insurance gross premiums taxes due. 





March 10—— 


Distillers’, wineries’, brewers’ and manu- 
facturers’ reports due. 






















March 15 
3utter substitutes tax reports and pay- 
ment due. 

Carriers’ gasoline tax reports due. 

Gross income tax returns and payment 
due. 

Public utility gross operating taxes and 
reports due. 

Public utility property tax returns due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


March 20—— 


Use fuel tax and reports due. 


March 25 


Fuel oil reports and taxes due. 
Gasoline tax reports and payment due. 







































































WEST VIRGINIA 





March 1 


Insurance company premiums taxes and 
reports due. 





























March 10—— 
Alcoholic beverage taxes and reports due. 


March 15—— 


Sales tax reports and payment due. 























March 30—— 


Gasoline tax reports and payment due. 























WISCONSIN 
March 1 
Beer tax reports due. 
Electric cooperative association tax re- 
ports due. 


Insurance company premiums taxes and 
reports due. 









































March 1 
Due date for annual information return 
by a U. S. shareholder of a calendar- 
year foreign personal holding company, 

if, on March 1, 50% or more in value 






Telephone company gross receipts reports 
and taxes due. 
Transportation company gasoline tax re- 

















arch 15 
Annual 


witht 


ports due. aap 
March 10—— mae 
Intoxicating liquor and wine tax reports corp¢ 
-~ Individ 
March 15—— - 
: f ez 
Income tax information returns due. +120 
Income tax returns and tax (first install-B |” 
ment) due. Entire 
Privilege dividends tax and reports due oe, 
on constructive dividends. ri 
Railroad, telegraph, sleeping car and ex-f "5° 
press company property tax reports due, a 
rst 
March 20—— Entire 
Gasoline and diesel fuel taxes and reports stall 
due. for 
Fort 
March 31 112( 
Privilege dividends tax and returns due Etim 
of « 
WYOMING crec 
March 1 hel 
Express company gross receipts tax re- indi 
ports due. ° lara 
Last day to make insurance company pre- fore 
miums tax reports. Fiduc 
Mileage statements due from railroads end 
and car companies. Partn 
March 10—— - De 
Carriers’ gasoline tax reports due. Secor 
par 
March 15 Forei 
Dealers’ gasoline tax reports due. by 
Sales tax reports and payment due. en 
Use tax reports and payment due. Indix 
Wholesalers’ gasoline tax and _ reports ger 
due. Se 
oe! 
March 20—— Gift 
a1 


Motor carriers’ taxes and reports, due. 


March 30—— 
Last day to pay insurance company pre- 
miums tax. 
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Mor 

er 

1¢ 

of stock of such company is owned, di- F 
rectly or indirectly. Annual informa-f y,, 


tion return by officers and directors of 
such a foreign corporation is also due. 
Form 957. 
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ax re- 
y pre- 


lroads 


eports 
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ed, di- 
Orma- 
ors of 
o due. 


Annual 


information returns due from 
withholding agents of tax required to 
be withheld under Code Secs. 143 (tax- 
free covenant bonds and nonresident 
aliens) and 144 (nonresident foreign 
corporations). Forms 1013, 1042, 1042B. 

Individual and Corporation income tax 
and excess profits tax returns due for 
year ended December 31. Forms 1040, 
1120 and 1121. 

Entire income tax or first and second 
quarterly installments due under gen- 
eral extension (citizens abroad, etc.) for 
fiscal year ended September 30, with 
interest at 6% from December 15 on 
first installment. Form 1040 or 1120. 


Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended September 30. 
Forms 1040B, 1040NB, 1040NB-a, 
1120NB. 

Estimated tax: Declaration and payment 
of one quarter of the balance (after 
crediting estimated amount to be with- 
held in 1945) of 1945 estimated tax by 
individuals (except farmers), if dec- 
laration requirements were first met be- 
fore March 2, 1945. 

Fiduciary income tax return due for year 
ended December 31. Form 1041. 

Partnership return due for year ended 
December 31. Form 1065. 

Second (last) installment on unforgiven 
part of 1942 taxes due. 

Foreign partnership return of income due 
by general extension for fiscal year 
ended September 30. Form 1065. 

Individual income tax returns due by 
general extension for fiscal year ended 
September 30, in case of American citi- 
zens abroad. Form 1040. 

Gift tax return due, with payment, if gift 
of more than $3,000 was made in 12 
months ended December 31 to any one 
person. 

Life insurance company income tax re- 


turns due for year ended December 31. 
Form 1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for February. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended Sep- 
tember 30. Form 1040B. 
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Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended September 30. 
Forms 1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended Sep- 
tember 30. Form 1120NB. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended September 30, by general exten- 
tion. Forms 1120 and 1121. 

Second quarterly income-excess profits 
tax payment due for fiscal years ended 
September 30. Forms 1041, 1120, 1120H, 
1120L, 1121. 

Second quarterly income tax payment due 
On returns of nonresidents for fiscal 
year ended June 30. Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp 
account due for February. Form 838. 
Third quarterly income-excess profits tax 
payment due for fiscal year ended June 
30. Forms 1040, 1041, 1120, 1120H, 

1120L, 1121. 


March 31 


Admissions and dues taxes due for Feb- 
ruary. Form 729. 

Information return by brokers as to sales 
of admission tickets due for February. 
Form 729-A. 

Excise taxes on safety deposit box rent- 
als, electrical energy, telegraph and 
telephone facilities, transportation of 
oil by pipe line, and passenger trans- 
portation due for February. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for February. Form 
726. 

Excise taxes on sales due for February. 
Form 728. 

Processing taxes on oils due for February. 
Form 932. 


Retail dealers’ excise tax and returns 
due for February on jewelry, etc., furs 
and toilet preparations. Form 728A. 


Sugar (manufactured) tax due for Feb- 
ruary. Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement 
and gaming devices due for February, 
if liability incurred. Form 11B. 
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APPELLATE AND LOWER 
COURTS 


Bad debt: Failure to file timely refund 
claim.—Taxpayer filing a refund claim for 
invalid excise taxes after the statute of 
limitations has barred recovery is not en- 
titled to deduction to the extent of such 
claim, as a bad debt, because a taxpayer has 
no standing as a creditor once the statute has 
run. Nor is such a deduction allowable as 
a loss, since a taxpayer’s claim is only con- 
tingent when a refund claim is filed in time. 
CCA-1, Milton Bradley Company, Plaintiff, 
Appellant v. United States of America, De- 
fendant, Appellee. 45-1 ustc J 9120. 


“Registered notes” issued in exchange for 
stock.—Payments made as “interest” upon 
“registered notes” issued by a family cor- 
poration in exchange for four-fifths of its 
outstanding stock are dividends and not de- 
ductible by the corporation, where the “in- 
terest” was variable from 2 to 10%, depending 
upon the corporation’s profits, and was post- 
ponable in the discretion of the directors, 
and where the notes could be, and were, 
subordinate to creditor claims. One dissent. 
CCA-1, Talbot Mills, Petitioner, for Review, 
v. Commissioner of Internal Revenue, Re- 
Spondent. 45-1 ustc § 9122. 


Losses: Multiple dwelling apartment.— 
Taxpayer owned stock in a corporation 
which operated a multiple dwelling apart- 
ment where the ownership of such stock 
entitled the shareholders to lease a part of 
that portion reserved to them. During 1940, 
the venture proving unsuccessful, the Di- 
rectors terminated all leases of the share- 
holders. It was shown that a large block of 
such stock was sold during that year for a 
nominal sum. The stock was held not to 
have become worthless during 1940 on the 
ground that, in the absence of the abandon- 
ment of the corporate business, no identifiable 
event had occurred during such year to fix 
the worthlessness of such stock. CCA-2, 
Lola G. Bullard, et al., as Executors of Percy 
Bullard, Appellants, v. United States, Appellee. 
45-1 ustc § 9118. 


Satisfaction of mortgage at less than face 
value: Effect of insolvency—Where tax- 
payer, as mortgagor, purchased for less than 
face value, and turned in at face value, as 
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payment of its mortgage indebtedness, cer. 
tain certificates issued by the trustee under 
the mortgage, the rule of the Kirby casi > podet 
(284 U. S. 1, 2 ustc § 814] is held ap daced b 
plicable for holding that taxpayer realized 
income to the extent of the difference be. 
tween cost and face value of the certificates, 
subject, however, to the following condi- 
tions. If taxpayer, being insolvent, “bought 
in” its debts for an amount equal to or 
greater than the amount which would have 
been paid to the creditors upon taxpayer's 
liquidation, then there was no realized tax- 
able gain, but if taxpayer “bought in” its 
debts for less than such an amount, then to 
that extent there was realized taxable gain. 
Since the finding of the Tax Court that tax- 
payer was insolvent was properly called to 
question by an improper ruling on the evi- 
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dence, the Circuit Court rersands the case] Inve 
for further determinations. CCA-2, Fifth | and pe 
Ave.-14th Street Corporation, Petitioner, v.| —The 
Commissioner of Internal. Revenue, Respond- \ sioner 
ent. 45-1 ustc J 9115. USTC 
Write-down of stockholder’s debt account. 9 
—Loans were made in prior years to tax- tng 
payer by two corporations of which she was inti 
sole stockholder. In 1935 these loans, ag- on D 
gregating $2,000,000 and carried as accounts the C 
receivable on the corporations’ books were au 
written down by the boards of directors to ileal 
$1,200,000 and the residue was scheduled to child 
be declared written off as uncollectible. divid 
In 1938 the balance of taxpayer’s account fami 
was written off and later during that year cial 
such action was rescinded. Taxpayer took “wan 
no part in any of these Board transactions. fath 
The Board of Tax Appeals held that the aia 
directors’ action in 1935 was tantamount to the 
a reiease of that portion of the debt ol like 
taxpayer so written off and to that extent |.” 
amounted to a declaration of a taxable | '" 
dividend. The Circuit Court finds no sup- the 
port in the evidence that the directors’ | 5" 
Int 





esolutions were operative legal acts to effect 

release, being unsupported by any con- 
ideration, whereas the evidence did indicate 
hat the whole purpose of such actions and 
hook entries was to avoid the appearance of 
b larger surplus than actually existed, which 
ight impose penalties on the corporations 
or failure to declare dividends. CCA-2, 
ountess Laura Sala, Petitioner, v. Commis- 
ioner of Internal Revenue, Respondent. 45-1 
istc J 9114. 


Reduction in par value as equivalent to 


partial liquidation.—Distribution of cash re- 


ceived by a corporation from the sale of part 
of its capital assets, partly from depreciation 
reserve On such assets, was not made in par- 
tial liquidation of the corporation as defined 


Pby Sec. 115(i), 1936 Act, where no part of 
‘Bits capital stock was completely cancelled 


or redeemed but its capital was merely re- 


.“ Bduced by reduction of the par value of its 
‘fstock. The Court further held that, although 


the corporation capitalized its earnings in 


'§ 1922 when it declared a stock dividend, such 
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earnings were still available for distribution, 
and that since no distribution could be made 
from a depreciation reserve except to the ex- 
tent that it exceeded the post-1913 earnings, 
such distributions were taxable to stock- 
holders as from such. earnings. Decision 
adopted by reference to John K. Beretta v. 
Commissioner, 44-1 ustc J 9226, 141 Fed. (2d) 
452. CCA-5, Sallie Ward Beretta, Petitioner 
v. Commissioner of Internal Revenue, Re- 
spondent. 45-1 ustc J 9110. 


Investments of gifts to son in corporate 
and partnership interests: To whom taxable. 
—The Court having determined in Commis- 
sioner v. Montgomery, 144 Fed. (2d) 313, 44-2 
ustc § 9414, that the gift by taxpayers of 
funds to their minor children for the purpose 
of purchasing shares of stock in a corpora- 
tion in which taxpayers held a controlling 
stock interest was a bona fide transaction for 
tax purposes, such decision is binding upon 
the Commissioner for the subsequent taxable 
year where it is also claimed by the Com- 
missioner that the purchase for the minor 
children of stocks of other corporations with 
dividends received from their shares of the 
family corporation was in furtherance of tax 
evasion. The Court holds that the dividends 
from such other stocks, received by the 
father and held in trust by him and his wife 
for the minor children, were the property of 
the children and taxable to them. It was 
likewise held that income from a partnership 
formed by the father and his two sons, where 
the contribution of capital thereto by the 
sons was derived from their share of the 


Interpretations 


said dividends, was properly allocated to the 
sons in proportion to the capital contributed 
by each, as such partnership was held not 
to be a device to evade taxes. The Court 
further held that interest paid by the father 
to the sons on loans actually made to him 
was proper and above suspicion. The Court 
accordingly held that all of the income from 
the foregoing sources received by, or on be- 
half of, taxpayers’ children was taxable to 
the children and not to the parents. CCA-5, 
P. O’B. Montgomery, et al., Appellants, v. W. 
A. Thomas, Collector of Internal Revenue for 
the Second Collection District of Texas, Ap- 
pellee. 45-1 ustc J 9116. 


Dividends prohibited by Alabama: Ap- 
plication of Sec. 26(c), 1936 Act, as added 
by Sec. 501(a)(2), 1942 Act.—On a finding 
that there was no provision of the law in 
effect in Alabama prior to May 1, 1936, 
which prohibited taxpayer, admittedly a def- 
icit corporation, from declaring dividends 
during the calendar year 1936, it is held that 
taxpayer was not entitled under Sec. 26(c), 
1936 Act, as amended by Sec. 501(a)(2), 
1942 Act, to a dividend credit for undis- 
tributed profits surtax purposes for 1936. 
Refund denied. DC. Ala., Sumter Farm 
and Stock Company, Inc., a corporation, Plain- 
tiff, v. United States of America, Defendant. 
45-1 ustc J 9130. 


Paramount claim for U. S. taxes.—In a 
suit to quash notices of lien and warrants of 
distraint laid by the Collector against a 
trustee upon income belonging to a bene- 
ficiary to enforce collection of taxes against 
him where the trustee claimed the protection 
of a decree of the state court by the terms 
of which the income was to be held as a 
spendthrift fund free from the claims of 
creditors, it was held that the income from 
such trust in the hands of the trustee and 
payable to such beneficiary may validly be 
subjected to the claim of the government 
under the provisions of Code Sec. 3670, there 
being no distinction for tax purposes between 
spendthrift trusts established by a donor 
and those established or upheld by statutes 
or judicial decisions. The Court further held 
that the Collector’s proceedings to collect 
were not made ineffective because the trust 
property was in custodia legis by the state 
court. DC. Md., Mercantile Trust Compary 
v. George Hofferbert, Collector of Internal 
Revenue of the United States for the District 
of Maryland. 45-1 ustc J 9124. 


When foreign tax credit taken.—Where 
taxpayer was entitled to a credit for foreign 
taxes paid in 1932 and claimed same on its 
original return, which indicated no tax 
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liability, an amended return, timely filed, 
after the Bureau had found that a tax was 
due for that year, properly set up such pay- 
ment of the foreign tax as a credit under 
Sec. 131, 1932 Act. DC. Ohio, The Good- 
year Tire & Rubber Company, et al., Plaintiffs, 
v. Maud L. Gentsch, Executrix under the Last 
Will and Testament of Frank F. Gentsch, de- 
ceased, Defendant. 45-1 ustc J 9112. 


Trust taxable as an association.—Three 
stockholders entered into a declaration of 
trust, using the trade name of taxpayer who 
owned all but qualifying shares of the cor- 
poration. All of the assets of the corporation 
were transferred to the trust in exchange for 
stock, the corporation was then dissolved, 
and its oil business carried on by the trust. 
No gain was reported on the exchange of 
stock for assets and no claim thereon was 
made by the Commissioner, as all parties 
assumed the transaction to be in the nature 
of a reorganization. The Court holds that 
taxpayer is estopped from denying the cor- 
porate character of the business for tax pur- 
poses, notwithstanding that the trust was 
operated solely for his benefit, where the in- 
terest, control and right to a share in its 
benefits were given to all the shareholders 
as authorized by the trust agreement. DC, 
Okla., C. W. Titus, Plaintiff, v. United States 
of America, Defendant, 45-1 ustc J 9128. 


TAX COURT 


Withholding tax at source: Collection of 
tax due from nonresident alien from trustee 
in alimony trust: Personal liability —Tax- 
payer, one of several resident trustees of 
two trusts established by a nonresident alien 
for the benefit of his divorced wife and minor 
children is not liable to withholding tax and 
penalties for the years 1933 to 1939, in- 
clusive, where no part of the trusts’ income 
belonged to such nonresident grantors, even 
if all of the income, so paid to such bene- 
ficiaries, may have been attributable to him. 
The Tax Court further holds that taxpayer, as 
such trustee had no personal liability for the 
payment of grantor’s tax under the provi- 
sions of Sec. 3467 R. S. as no choice existed 
for taxpayer to pay such income either to 
grantor or in satisfaction of a debt due the 
United States. G. P. Fitzgerald, Nonresident 
Alien, Care of R. J. Arnett, Agent v. Commis- 
sioner; R. J. Arnett, Agent for Withholding 
Account of G. P. Fitzgerald, Nonresident Alien 
v. Commissioner; R. J. Arnett, Trustee for G. 
P. Fitzgerald, Nonresident Alien v. Commis- 
stoner, CCH Dec. 14,291. 
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Basis for gain or loss: Sale of propery 
subject to redemption: Decree fixing ren 
account.—In 1940 taxpayers sold propert 
for a cash consideration and, in addition, a 
amount for which it could be redeemed pur. 
suant to State Court decree in 1939 holding 
the 1931 transaction, then regarded for Fed. 
eral tax purposes as a sale, to be a mortgag 
for $65,000 and not a sale. After such decre 
an accounting was had between the partie; 
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to determine the amount of rent collecte( The 2" 
taxes paid, and interest accrued, which acgto P¢y '& 
counting resulted in a net redemption figuregand serv! 
for the property of $54,364.67. The totafin the po 
amount of cash received by taxpayer fromgprewe! 1 
the 1940 transaction was $17,067.67. The Taxgirom 19. 
Court held such transaction took the form offwe doub 
a sale of property subject to a remaining liengiact that 
of such redemption amount, instead of thegweTe Wt 
original amount of $65,000, resulting in a cap-§ The sub 
ital gain to the extent of the excess of cash§t!on at 

and redemption price over the adjusted basis, !ave Ts 
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The Tax Court further held that the credit 
of $10,000 given taxpayers in taxable year 
pursuant to the decree, representing thie por- 
























tion of excess of income from the property§ [If we 
received by mortgagee between 1931 and§jocal ta: 
1940, over the amount due him as interest, war pet 
was taxable as ordinary income, on the ground§ whether 
that such amount, due to the peculiar circum-}§7()_ pill 
stances, was received in accumulated form], fron 
in the tax year in issue. (1943 s 

Smith dissents on the ground that no cap-} Stall 
ital gain resulted from the second transaction ] @X¢5 4 
because taxpayers had already properly re-}billon 1 
ported their gain on the first transaction, and} ‘res \ 
that they should now be taxed only on the JP" h 
$17,067.67 profit received during the taxable } 0's 
year. Arundell and Disney agree with such}? | 
dissent. Anna I. Hilpert v. Commissioner; *™¢ ‘ 
Charles R. Hilpert and Minnie P. Hilpert v. seas 
Commissioner, CCH Dec. 14,277. ni 

Estate tax—Transfer conditioned on sur-] \\}j; 
vivorship.—Value of remainder interest in [tails 
inter vivos trust after discretionary life estates | minist 





to two minor unmarried grandchildren, which 
by the terms of the trust was to revert to 
decedent grantor, or, if he were dead, to his 
estate, upon the death of the grandchildren 
without wives or issue prior to receipt of the 
principal and in default of the exercise of 
limited powers of appointment, held, includ- 
ible in decedent’s gross estate; held, further, 
no reduction for the value of the hypothetical 
exercise of the powers is permissible. Estate 
of William Walker, Deceased, Katharine W. 
Walker and James E. MacCloskey, Jr., Ex- 
ecutors and Trustees v. Commissioner. CCH 
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we doubled our national income, despite the 
fact that 10 or 12 million of our ablest men 
were withdrawn from the productive ranks. 
The substitution of complete loyal coopera- 
tion at the many points of friction would 
have resulted in an even greater total pro- 
duction (national income) despite the fact 
that the record achieved has been unprece- 
lented, in fact, wonderful. 


If we have an annual federal, state and 
local tax bill of $30-$35 billion in the post- 
war period, it will make a great difference 
whether that amount has to be drawn froma 
$70 billion national income (prewar size) 
r from $100 billion or from $148 billion 
(1943 size); or, in other words, whether we 
shall have left for private purposes after 
taxes about $40 billion, $70 billion or $115 
billon per year. What income and expendi- 
tures we shall actually have depends largely 
upon how we can organize our productive 
factors, which in turn depends much upon 
peace terms, industrial and labor relations, 
and the price, wage, tax and monetary ar- 
rangements we can make and maintain. In 
other words, it depends upon how well we 
can all cooperate with other human beings. 


While not forgetting the important de- 
tails of tax bills, tax returns, and tax ad- 
ministration generally, it would be well if tax 
men would occasionally lift their eyes from 


their daily routines and direct their efforts to 
influencing some of the large environmental 
factors that make their problems so huge. 
What does it profit to whittle down tax bills 
by five or ten per cent while neglecting 
main causal factors that increase or decrease 
income and/or expenditures by 20%, 50%, or 
100% ? As mentioned above, income has been 
increased by 100% ina recent 5-year period. 
The maximum potentialities will not be 
reached in the postwar period without real 
effort—united effort. 


In the 156 years of our nation’s existence, 
wars have caused four-fifths of our national 
government expenditures, not to mention 
other more serious human losses. There is 
not space to discuss here, as we have done 
elsewhere, why and how wars can be reduced 
and finally abolished, but it is obvious that 
such reduction and elimination would go 
much further in relieving our tax burdens 
than all of the tax whittling of the past 
century. At any rate, tax men should not 
be so engrossed in their daily tasks that they 
cannot lift up their eyes to big things occa- 
sionally and unite with all men of good will 
to root out the prime causes that waste not 
only taxes, but also human effort and the life 
blood of almost every family in the land. 
The securing of a good peace and the proper 
organization of the postwar economy is not 
the task merely of warriors, displomats and 
statesmen, it is also the job of every citizen, 
including every tax man. We never faced 
such a crisis as we now face. The fate of 
our people and of all peoples over the centu- 
ries depends upon what is accomplished in 
this year and the year after. The challenge 
is to every one of us. 
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We can see with the naked eye that the Payroll Savings Plan provides the most 
stable method of war financing! Under the X-ray of sound economics other im- 
portant advantages appear. 

A check on inflation, the Payroll Savings Plan helps industry to build the eco- 
nomic stability on which future profits depend. Billions, invested through this 
greatest of all savings plans, represent a “high level” market for postwar prod- 


ucts. Putting over this plan together also establishes a firmer, friendlier relation- 
ship between management and labor. 


To working America the Payroll Savings Plan offers many opportunities. 
Through this systematic “investment in victory,” homes, education for their chil- 
dren and nest eggs for their cid age are within the reach of millions. 

These benefits to management and labor are national benefits. Instilling the 
thrift principle in the mind of the working men and women, the Payroll Savings 


Plan assures their future security—and is a definite contribution to the prosperity 
of postwar America! 


The Treasury Department acknowledges with appreciation the publication of this message by 
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